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Contractors’ Accounts 
By T. Epwarp Ross, C. P. A. 


In discussing the question of contractors’ accounts one is 
confronted with the problems presented by the vast number of 
activities which come under the head of contracting. In this 
classification we find the various work of the building trades; 
the driving of artesian, oil and gas wells; the construction of 
sewers, bridges, tunnels, road beds, conduits, aqueducts, filter 
beds, reservoirs, electric light and power plants, telephone lines, 


piers, breakwaters, lighthouses, etc.; street cleaning and paving; 
grading; stripping clay from mines and a great deal of other 
work of a diversified character. 

Some businesses also combine manufacturing with contracting 
and in others the contracting element is only secondary. 

While the accounts of these various lines may have much in 
common, it is apparent that the classification of the accounts and 
the forms used will differ materially, according to the particular 
class of work performed. It is not the purpose of this paper to 
deal with this phase of the subject, but merely to consider one 
or two features which are common to practically all contractors’ 
accounts. 

An adequate system of accounts for any business would 
provide not only for a record of past transactions, but also for 
the classification of the records in such a manner as to assist the 
management in the proper conduct of the business; and in a 
contracting business it is necessary that the results shall be so 
recorded as to make them readily available for use in connection 


161 








The Journal of Accountancy 


with new work. As the great majority of contracts are awarded 
to the lowest bidder, the concern whose accounts do not afford 
definite and trustworthy data is at a great disadvantage in the 
competition, other things being equal. Very often the successful 
bidder is not the successful contractor, as many low bids are 
made because of ignorance of what it will cost to perform the 
work; while on the other hand excessive bids are made from the 
same cause, resulting in the loss of profitable work. Competition 
is usually very keen in the contracting business and efficient 
methods both in the prosecution of the work and in the office 
are necessary if the business is to be carried on successfully. 
Some contractors get bids from a large number of sub-con- 
tractors, counting on the probability of some one of them sub- 
mitting a low bid through making a blunder in estimating. The 
many instances of great difference in bids from concerns of about 
the same standing where both are apparently anxious to secure 
the work make it apparent that accurate costs are not always 
available. Very often the bids must be submitted within a short 
time, so that the data should be in the best possible form and 
available for immediate use. 

The nature of some work may be such that the cost may be 
readily ascertained from an account kept in the general ledger, 
but in other cases it will be necessary to keep detailed costs of 
the various operations. It will be found helpful to keep a record 
of the bids submitted, showing the estimated cost of each part 
of the work, with space for recording the actual cost in case the 
contract is secured. If the contract should not be secured all 
information which can be obtained concerning the amount for 
which the work was undertaken and the cost of completing it 
should be entered for future reference. Such information may 
lead to the discovery of methods used by competitors which 
enable them to do work at a lower cost, or may furnish valuable 
data for future tenders. 

In cases when the contract is secured a careful comparison 
should be made of the estimated and the actual cost of each 
division of the work as it proceeds, and any variation should be 
noted, especially where the costs are exceeding the estimate, and 
an immediate investigation should be made to ascertain what is 
causing the difference. If the costs are available without undue 
delay it will be found that the conditions can often be remedied 
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before much damage is done. Labor conditions may require 
attention, or it may develop that the superintendent or some of 
the foremen are incompetent. If the excessive cost cannot be 
overcome the discovery of the cause will be of use when a similar 
contract is under consideration. 


Any unforeseen conditions which arise in the prosecution of 
the contract should be noted, such as unusual physical conditions, 
strikes or delays of any kind, as this data will have an important 
bearing on future estimates. 

With large contracting concerns it will be necessary to carry 
a stores account and the necessity of care in seeing that all 
stores used are charged to the proper account is well understood. 

Aside from the labor and materials directly charged to the 
job there should be included other items of which the following 
are typical: 

The salaries and expenses of the engineering and draughting 
departments should be charged to the various jobs on which the 
force is engaged, either by a direct charge where it can be done 
or by an ascertained hourly rate sufficient to cover the cost. 

Where teams are being used for delivery of material to 
several different jobs an apportionment of the team expenses 
must be made to each. The same holds true of tugs and barges 
in use on different contracts. 

Certain classes of work require large pieces of machinery 
such as drills, pile-drivers, steam shovels, dredges, etc. The 
depreciation on these forms an important item of cost. Some- 
times a certain daily rate is charged to the job for the use of 
machinery, based on past experience ; in other cases the machinery 
is appraised at the beginning and end of a contract and the differ- 
ence charged to the job in addition to the repairs. In any event 
care should be taken to see that the full depreciation is included 
in the cost of the contract. It would be advisable to keep 
accounts in a sub-ledger of such machinery as is moved from 
place to place, showing the location of the machinery and thus 
keeping in view the transfers from one job to another. 

The smaller tools should also be accounted for by the various 
foremen, and frequent inventories made to see that they are not 
lost or stolen through the carelessness of employees. The loss 
or depreciation of tools should of course be considered in the cost. 
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The difficulty of getting foremen and others engaged on the 
work to make proper records is well known, but the organization 
should be along lines which will enable the accounting force to 
secure what information is necessary for the ascertaining of 
correct costs. 


The cost accounts should, of course, be kept in agreement with 
the controlling accounts in the general books, as otherwise the 
results of the two records are likely to be at variance. Provision 
for including the overhead charges in the costs should not be 
overlooked. 


The pay-rolls should be amply safeguarded, as loose methods 
in the preparation of the rolls and in the payment of the men 
frequently lead to losses through embezzlement. 


Another matter for consideration is the method to be fol- 
lowed in keeping the accounts with the parties for whom the work 
is being performed and with the sub-contractors. With some con- 
cerns it is the custom to put upon the books a charge for the full 
amount of the contract as soon as it is awarded and to credit the 
successful sub-contractors with the amounts of their respective 
bids. It is then necessary when closing the books to make a 
reserve to cover the estimated cost and the proportion of the 
profit on that part of the work which yet remains to be done. 
In the judgment of the writer there is no more warrant for 
charging up the full amount of a contract in advance in this way 
than there would be for a concern which had a contract for the 
_delivery of a certain amount of pig iron during an extended 
period putting upon its books a charge to the customer for the 
full amount in advance of the shipment of a single ton. 


The terms of the contract usually provide for payments as 
the work progresses based on the engineer’s or architect’s certifi- 
cate as to the proportion of the work completed, and the charges 
to the customer and the credits to sub-contractors should be 
made on the basis of the work done. Under this system a true 
statement of accounts receivable and payable may be obtained 
regularly from the books. A contractor has no claim until he 
has rendered service, and his books should reflect what is due 
to and by him at the time and not what he expects will be due 
at some future date. Even if this method be followed it will 
sometimes be necessary in closing the books or preparing financial 
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statements to create a reserve for probable losses on contracts 
not yet completed. 

In some cases a guarantee of the work is given by the con- 
tractor, who is required to replace or repair any part which 
proves to be not up to the guaranteed standard. A sufficient 
reserve based on experience should be set up to cover this item 
and allowance should also be made therefvx in preparing esti- 
mates of new work. 

The details of charges for work done should always be 
entered explicitly in the books and on the bill, and the documents 
substantiating the charge should be kept in such a manner as 
to be readily available. A debtor is more likely to settle promptly 
an account rendered in an explicit manner with corroborating 
data than he is to pay one which is ambiguously expressed. 
Books and records that are kept up to date and in order may 
prove of vast assistance in properly financing a concern. To this 
end the terms of the contract, especially those relating to the 
payments for the work, should be carefully examined and 
recorded for ready reference and the accounts kept in such a 
manner as to give the information needed to secure prompt 
settlement. 

When work is undertaken on the basis of cost plus a certain 
percentage care should be exercised in the preparation of the 
contract to avoid any misunderstanding. The term cost may 
mean one thing to one party to the agreement and quite another 
thing to the other party. One would include certain items in 
the cost while the other would exclude them. To one man there 
is no difference between the terms materials and supplies, while 
in the mind of another the distinction is quite marked. The 
term wages may furnish ground for dispute and litigation as to 
whether the compensation of certain men falls under this head 
or not. The contractor and his lawyer are not always experi- 
enced enough in accounts to cover explicitly the items entering 
into the cost, with the result that trouble frequently ensues before 
settlement is made. 

It is well known that men have been successful in the con- 
tracting business who have had little knowledge of accounts 
themselves and whose accounts were kept for them in a 
primitive manner. It might seem, therefore, that proper account- 
ing methods were not an important factor in the successful 
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conduct of the business. In many cases, however, these success- 
ful men were in competition with men whose knowledge of 
accounting was no better than their own. As more efficient 
methods are introduced both in the operations and in the records 
it becomes increasingly important that those engaged in large 
operations should depend more and more upon their accounts 
and statistics if they are to hold their places in the business world. 
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Accounting Procedure for State Universities 
By WittiaM B. CastennHotz, A. M., C. P. A. 


II 


THe Asset ACCOUNTS 


The assets of a state university are composed of its buildings 
and their equipment, lands for campus or experimental uses, 
libraries, supplies for office use and for maintenance and repairs 
of buildings and grounds, some notes covering student loans, the 
cash balances and, very rarely, investments in securities. In 
privately endowed schools, the investments are generally, next 
to plant assets, the largest item on the balance sheet; in fact, they 
may even exceed the amounts put into the plant. 

It is probably true that very few state universities have current 
statements of assets and liabilities. In most cases a balance sheet 
is prepared only once at the end of each fiscal year. Even at 
that time the relation of the balance sheet to the operating 
accounts is not apparent. 

The land to be purchased and the buildings to be erected are 
provided for in the annual budget. Funds for these purposes are 
generally available through the state legislative appropriations. 
As these additions are paid for the proper land or building 
account is charged and the state fund credited. In this way the 
land, building and equipment asset accounts can be currently 
maintained. 

The acquisition of other property cannot be dealt with as 
easily. All other equipment must be purchased out of depart- 
mental allotments and must, therefore, be primarily charged 
not to an asset account, but to the departmental appropriation 
account. By providing a proper classification of these charges, 
the permanent acquisition under each departmental allotment is 
secured. We have already indicated that under each appropria- 
tion account a detailed classification of disbursements obtains. 
This classification takes care of additions to equipment as well 
as of items purely of expense. 

At the end of each month an analysis is made of all expen- 
ditures charged against the appropriation accounts. This analysis 
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gives, of course, the values of all permanent additions to depart- 
mental equipment. These values are all summed up and the 
following journal entry is made: 

Debit Credit 


Departmental equipment .... x x x 
To surplus invested in 
0 eres zs 2s 
Expenditures made by departments during 
month of . .. . . . for permanent additions 


to departmental equipment. 


The appropriation accounts are in no way altered by this 
entry, but the general ledger will always reflect that portion of 
departmental expenditures invested in permanent additions. 

The purchase of books by the library department is treated 
in the same manner, the library appropriation analysis showing 
a close division between expense and new acquisitions. 

The monthly additions made by the departments out of their 
own appropriations are further evidenced at Illinois by a per- 
petual inventory system. As additions are made the department 
or the business office (depending upon the availability of clerical 
assistance) prepares inventory cards in duplicate, on which are 
listed the various acquisitions. These inventory cards indicate 
the classification of the addition, the business office voucher 
number, the department, the name of the article, the date 
purchased, the cost, the depreciation rate and spaces in which to 
carry the depreciated values from year to year. Provision is 
made also in case the article or equipment is disposed of by 
sale or junked, with the date of such disposal indicated. After 
all entries are typed on these duplicate form cards one copy is 
retained by the business office and the other by the department. 
The sum of the values indicated on these cards must equal each 
month the amount charged to departmental equipment account. 
This will at once show that all additions charged against the 
departmental appropriation have been properly inventoried. The 
general ledger account is thereby the controlling account for the 
card inventory file. 

The university of Illinois also maintains an inventory record 
of all its buildings. One sheet is devoted to each building. On 
this sheet provision is made for depreciation and for additions 
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so that current values are always extant. The sum of all these 
values agrees with the general ledger controlling account, which 
assembles in one amount the entire investment in buildings. All 
land is inventoried and controlled in a similar manner. 


It is not feasible to maintain perpetual inventories of all 
expendable supplies because the larger portion of these supplies 
is purchased directly for departmental use. The departments are 
instructional units and should not be burdened with bookkeeping. 
All supplies in the departments are kept under lock and key and 
only issued as needed. An inventory is taken at the end of 
each fiscal year and then included in the general balance sheet 
as a portion of surplus invested in available assets. At the open- 
ing of the next fiscal year this asset is immediately written off 
by charging the surplus account and crediting the asset account. 
The departmental expense accounts and the departmental appro- 
priation accounts are not affected. 


Perpetual inventories, however, are maintained for the store- 
rooms directly under the supervision of the business office. Such 
inventories cover the office supplies, physical plant stores and 
postage supplies. These accounts are charged in the general 
ledger as purchases are made and they are credited on the basis 
of the departmental requisitions when issued. The subsidiary 
books or stores records are controlled by the general ledger. The 
stores records are classified by commodities and by location. 


Universities, as a rule, have various funds which are advanced 
to students to assist them through school. These loans are evi- 
denced by endorsed or guaranteed notes given by the students. 
An ordinary notes receivable register is maintained for these 
notes and the outstanding amounts controlled by the general 
ledger. 


The accounts receivable of a state university are quite numer- 
ous and must be well controlled. Yet most of these accounts 
are paid promptly and rarely run over thirty days. These 
accounts are created chiefly through the departmental sales. 
Wherever colleges of agriculture form part of state universities 
there are heavy sales of milk, butter, cheese, eggs, poultry, live 
stock and farm produce. At Illinois the departments making 
these sales prepare the bills, which, however, in turn request that 
payment must be made to the university and at the general 
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business office. The departments are not permitted to receive 
cash for any sales except those made “across the counter” in the 
dairy manufacturing department; here butter, milk, cheese, ice- 
cream, etc., are sold at retail. All charge accounts even in this 
department, however, are collected by the general business office. 
The departments, in order to safeguard themselves, keep complete 
records of their sales, which serve as a check on the reports 
submitted monthly to the departments by the business office. The 
departmental sales records are in turn checked by the business 
office on the basis of production records. 

Since most of the accounts receivable are settled very 
promptly, the business office of the university of Illinois does not 
maintain accounts receivable ledgers, but, in their stead operates 
an accounts receivable register wherein all the charges are listed 
individually and credited to the proper income account. The total 
charges for the month are posted in one total to the general 
ledger accounts receivable controlling account. As the accounts 
are paid, the cash received is credited in the accounts receivable 
column on the cash book and the monthly total of this column 
is credited to the general ledger controlling account. The indi- 
vidual receipts are then applied in a “date paid” column of the 
accounts receivable register. At the end of any month, a list 
is prepared of those accounts not checked off in the “date paid” 
column, and this list must agree with the balance shown by the 
general ledger controlling account. The list of unpaid accounts 
in this way serves as an accounts receivable ledger, as well as 
a collection tickler. 

Interest receivable for interest accrued on student loans is 
given effect in the balance sheet at the end of the year only 
when an inventory of interest accrued on notes receivable is 
prepared. 


LIABILITIES 


The liabilities of a state university viewed from a commercial 
standpoint are of negligible quantity. On the basis of the 
theory that an account payable is not an actual liability until 
approved by the proper parties or, if you please, certified for 
payment, any unpaid bills can hardly be considered liabilities, and 
effect need only be given to these at the end of the year if the 
commodities or articles billed have been included in the inventory. 
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Outstanding or unfilled purchase orders are in no sense a 
liability, although they must be considered currently as encum- 
brances against the departmental appropriation accounts, in 
order that the departmental free balance can be truly stated. At 
the end of any fiscal year these departmental encumbrances are 
ignored for statement purposes and only the actual departmental 
cash balance is shown. These cash or unused balances may or 
may not be reappropriated for the next fiscal year; it appears to 
be good policy to make reappropriations if the encumbrances 
exceed or are equal to the departmental balance at the end of 
any fiscal year. This would be especially true if the encum- 
brances represented outstanding purchase orders for supplies, 
material or equipment actually needed during the year when 
placed but unavoidably delayed through circumstances beyond 
the university’s control. Departments might actually be crippled 
by non-delivery of orders; in such cases they should certainly not 
be further penalized by refusal to reappropriate previous year 
balances that were already properly encumbered. 

It is decidedly inadvisable and impracticable to attempt, under 
the conditions outlined, to operate a current accounts payable 
ledger or a voucher register of the style used in the majority of 
well organized industries. The purchase order register, while 
constructed on a basis of estimated cost of goods ordered, is the 
only approach to the ordinary commercial voucher register. This 
register is operated, however, not in order to show the university’s 
liabilities, but to keep constantly a record of the encumbrances 
against the departmental appropriations. The payments made 
for purchases properly received and certified for payment do not 
in any way affect the purchase order register as far as values 
stated therein are concerned, because the vaiues in the purchase 
order register are estimated; the payments made are merely 
checked in a “date paid” column opposite the entry of the order, 
and the unchecked items at any time represent the encumbrances 
against the departments. 

At the end of the year the liability for equipment lent by the 
United States government and all accruals are stated. There is 
as a rule some interest accrued, payable to beneficiaries under 
bequests to the university. 
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SURPLUS 


The university’s surplus account does not resemble in any way 
the surplus account of an industrial corporation, which is com- 
posed entirely of accumulated or residual net profits. The surplus 
account of the university is composed: (1) of its investments in 
fixed assets, (2) of its available assets such as cash and accounts 
receivable, (3) of assets to be used for specific purposes only, 
namely trust funds, and (4) of its investment in expendable 
supplies. The surplus account is merely a reflection of the 
university’s net worth as invested in these variously enumerated 
forms both liquid and fixed. 


Jos Orper SysTEM 


The job order system at the university of Illinois is a feature 
which most closely approaches industrial accounting. The job 
order system is strictly a cost accounting proposition. Job orders 
grow out of requisitions by departments for construction work 
or for odd jobs of any kind. These jobs involve both the use of 
material and the employment of labor. The materials used are 
issued on the basis of a material requisition, bearing the job order 
number and signed by the foreman in charge of the work. These 
requisitions are all used as a basis, first, to credit the material 
account and, second, to charge the proper job order number. The 
job order numbers are given out by the supervising architect on 
the basis of the departmental requisition for a job to be done. 

All labor utilized on a job is charged to the appropriate job 
number. Finally, therefore, all material used and all labor 
employed in the job system is charged against a proper job order 
number. The same is true of any freight, express or other 
miscellaneous expense incurred on account of a job. 


The business office maintains controlling accounts for the job 
order numbers only, the detailed labor records and their analysis, 
the detailed materials used records, being kept in the office of 
the supervising architect, who is enabled thereby to get the costs 
of every job in detail, to watch labor efficiency and to form 
intelligent estimates on future jobs. It is to be remembered 
that the department is charged with the estimated cost of a job 
as soon as a requisition is made. This estimate should, therefore, 
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be accurate so that the departmental appropriation be not encum- 
bered with the wrong amount. 

While the supervising architect’s office watches the quantities 
and kinds of material used on a job, the efficiency of labor and 
spoilage, the business office keeps all the stores records from 
which materials are withdrawn. 

The business office and the supervising architect are in close 
relationship in all phases of the job order system. When a job 
is requisitioned for, the supervising architect furnishes the busi- 
ness office with a bill of material, on the basis of which an order 
is placed if no stores are on hand, or a report made to the super- 
vising architect that the proper materials are available. The 
stores records are always kept up-to-date with minimum and 
maximum limits to be carried. Moreover, the stores records are 
in close physical proximity to the purchasing department, thereby 
insuring prompt replenishment of any stores completely or 
partly exhausted. 


GENERAL LEDGER CONTROL 


All the important phases of university accounting at Illinois 
are under close general ledger control. The cash account, which 
is the most important, is thoroughly controlled through the 
various fund accounts and through the departmental appropria- 
tion accounts. All property accounts can be verified through the 
general ledger; all trusts are controlled and all inventories must 
agree with the general ledger totals. Accounts receivable and 
notes receivable are susceptible to similar proof. 


The inclusion of the estimated income from student fees as 
an anticipated asset at the beginning of each fiscal year is to 
a large degree a preventive against defalcation. The estimated 
income from this source is stated on the basis of several years’ 
experience and upon normal rate of increase. The estimate is 
not far wrong. Under this condition, the cashier’s receipts can 
be readily checked during registration and fee paying days, and 
certainly no large defalcation could occur without almost imme- 
diate detection. The daily report of the registrar, giving the 
number of registrations, is a further means of checking, at least 
fairly accurately, the receipts that were anticipated. 
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ORGANIZATION OF THE ACCOUNTING DEPARTMENT 


The comptroller, in addition to serving as general business 
manager, at Illinois is the responsible head of the accounting 
department. All changes in accounting procedure, all changes 
in the personnel of the accounting staff and all distribution of 
activities and powers in the accounting office are functions of the 
comptroller. All statements must be prepared according to his 
directions and all submitted to him for inspection and signature. 
The comptroller as business manager supervises all finances, all 
buying, signs all contracts, carries out the wishes of the board of 
trustees and president of the university with reference to the 
budget and all business matters, and last, but not least, serves as 
the connecting link between the departments of the university as 
business units and the university as a corporate body in its rela- 
tionship to the state and state authorities. 

Directly under the comptroller is the auditor. The auditor is 
responsible for the details of office organization, the distribution 
of work, the correctness of all the accounts and keeps the general 
ledger. He must, subject to the final approval of the comptroller, 
approve all requisitions in so far as they affect appropriation 
accounts. He must see that a daily account of cash be rendered 
and that all cash be daily deposited. He must prepare the neces- 
sary monthly statements and submit them to the comptroller for 
final inspection. 

All other members of the business office, including the cashier 
and the purchasing agent, are under the control of the auditor in 
so far as they are accounting units and their organization is con- 
cerned. The purchasing agent, as the purchasing medium for the 
university, is directly responsible to the comptroller, who super- 
vises all purchasing activity by giving attention to all requisitions 
received in the business office. 

The accounting activity falls naturally into two groups: (1) 
that associated with cash receipts and (2) that connected with 
the cash disbursements. The cashier is responsible for all receipts 
and is heavily bonded. He makes no disbursements, except out 
of a petty cash fund; these disbursements are first approved by 
the auditor or the comptroller, depending upon the circumstances 
surrounding the individual cases. The cashier keeps all the 
necessary records for listing his receipts and properly analyz‘ng 
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them. He prepares a daily cash receipts voucher (heretofore 
described) which must agree with his deposits and which is 
audited by the auditor. The cashier at the end of each month 
is required to furnish those departments that make sales with a 
detailed statement of receipts on account of such sales. This 
gives the selling department a check on the cashier; the cashier 
also furnishes the department a list of accounts outstanding— 
this list must agree with the departmental records. The cashier, 
of course, has whatever assistance is necessary and he has full 
control over it. The entire personnel associated with disbursements 
is under the direct supervision of the auditor, who employs the 
necessary warrant clerks, voucher clerks, bookkeepers and steno- 
graphers. At Illinois many of our bookkeeping records are type- 
written. 

The purchasing agent is directly responsible to the comptroller, 
who is the head of the purchasing department and whose advice 
is necessary for all purchases of unusual size or importance. The 
purchasing agent supervises the taking and keeping of all inven- 
tories of stores and departmental equipment; but all these detailed 
inventory records are controlled by the general ledger and 
frequently audited by the auditor. The purchasing agent also 
has supervision over whatever printing is done by the university’s 
multigraphing equipment. 

The organization of the business office at the university of 
Illinois is highly centralized, with complete responsibility for all 
forms of activity vested in the comptroller. The responsibility 
and supervision are real, because of actual control, through the 
auditor, of all accounting activity and office organization, because 
of daily contact with all correspondence, both incoming and out- 
going, and because of daily contact with the requirements 
throughout the institution as expressed through the action and 
wishes of the president of the university, the board of trustees 
and the instructional departments. 
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By Ropert B. TUNSTALL 


It may be doubted whether, with all the study so lavishly 
bestowed upon other aspects of municipal activity, there has not 
been neglected, comparatively speaking, the vital question of 
finance. Certainly there is hardly any municipal function less 
standardized. It is true that as a comparatively recent develop- 
ment there has come to pass in the better managed cities some- 
thing approaching a recognized accounting system, but there 
financial standardization stops. Public improvements are paid 
for diversely from current revenues, by the proceeds of lump- 
sum assessments, by annual assessments, by the proceeds of long- 
term bonds, by bonds maturing annually, and in any other way 
that the casual whim of the governing body from time to time 
and the hodge-podge of laws under which the particular city is 
operating may dictate or permit. 

It is the purpose of this paper to offer some ideas on the 
subject of city finance as involved in the subject of public 
improvements in cities, and especially streets which are the most 
usual form of such improvements and largely typify others. 

It is obvious that any proper method of financing an improve- 
ment of this character should combine at least four principles, 
namely : 


First, it must be legal. Considerations both of present neces- 
sities and future credit imperatively dictate the avoidance of any 
system open to serious attack. 

Second, it should be fair. The incidence of the burden should 
be in the right place. 

Third, it should be conservative. The value of the improve- 
ment from time to time should reasonably represent the indebted- 
ness incurred for it. This is really only another way of saying 
that the system should be fair, for as we shall see hereafter any 
other system would put the burden of improvements in part upon 
a generation which has not enjoyed them. 


*An address delivered before the Virginia State Bar Association, 1915. 
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Fourth, it should be practical. That is to say, any securities 
issued should be attractive to the class of persons that would 
naturally invest in them. 

Let us consider how far these principles are observed in 
Virginia and the working of the system now in force. 

Except in the instances, comparatively rare, when a street 
improvement is paid for out of current revenue, the funds for 
making it are provided by the issuance of general bonds running 
usually for thirty years—occasionally less, sometimes more. 
Sinking fund provisions vary, but are by no means uniformly, if 
they are generally, adequate to discharge the principal at maturity. 

The average life of paving may be put at fifteen years. 
Assuming thirty-year bonds to be issued, it results that at the 
end of the first fifteen years another bond issue must be made to 
provide for repaving the street. At the end of thirty years, the 
city has one bond issue due, another outstanding with fifteen 
years to run, and a third one immediately pressing for considera- 
tion to provide for the new paving necessary; while on the asset 
side of the ledger there are two worn-out streets—value nil— 
and such a sinking fund as has grudgingly been created. Such 
a system in the case of a business corporation would spell 
bankruptcy. 

But this is by no means all the story. The bond issue is 
carried by the city at large. Whether the street be the most 
travelled thoroughfare in the city or intersect a suburban district 
founded on credulity and maintained on optimism; whether it 
serve the multitude or the few; whether its paving add nothing 
to the values of abutting property or create those values—in each 
case the public purse pays the piper. 

Such a system is not fair, as the cost is not properly distrib- 
uted; it is not conservative, as it accumulates liabilities against 
ever-diminishing assets ; it is not practical, as it keeps the bonded 
indebtedness pressing hard upon the heels of the bond-issuing 
limit and so impairs the marketability of the bonds. The bond- 
issuing limit itself is far too liberal. By the constitution of 1902 
it is fixed, except as to pre-existing charters, at eighteen per cent. 
of the assessed value of the real estate in the city. Under the 
savings bank laws of New York and New England, those banks 
are forbidden to invest in the securities of cities whose bond 
issues exceed varying percentages, never more than seven, of 
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assessed municipal property values; and the result follows that 
this most important class of customers is forced out of the market 
for our municipal securities. 

It might be expected that the consequences of such a system 
would be striking; and the expectation will not be disappointed. 

Taking our two principal cities of Richmond and Norfolk, 
the latest state and city section (published November 21, 1914), 
of the Financial Chronicle fails to disclose, with two exceptions 
—Omaha, Nebraska, and Yonkers, New York, as to each of 
which somewhat special circumstances exist*—a single city in the 
entire United States, within a limit of population, as given by the 
1910 census, ten thousand in excess of that of those two cities 
respectively, whose net direct bonded indebtedness is so large. 
There may possibly be a few instances where bonds issued by 
school districts containing or contained by cities would bring up 
the total to that of the Virginia cities referred to; but these are 
not city bonds proper, and such instances, if they exist at all, 
are few. Moreover, in the generality of cases the disparity is 
very great. For various reasons, among the more important of 
which are inadequate sinking funds and the practice of issuing 
bonds of too long maturities—of which more hereafter—southern 
cities are generally bonded far more heavily in proportion to 
population and assessed values than northern; and, therefore, 
when we find that Richmond has a larger indebtedness than any 
other southern city, regardless of size, except New Orleans, 
and that Norfolk’s indebtedness is only exceeded in the south by 
New Orleans, Richmond, Louisville and Houston, we feel that 
we should pause and consider. 

Not only is this true, but the results of this unscientific system 
of financing are manifest in another way. It is generally recog- 
nized that municipal indebtedness may be created with entire 
propriety for remunerative public service enterprises, such as 
water and lighting systems, docks or ferries—to mention a few. 
From an interesting article by Mr. LeGrand Powers, of the 
census bureau, in the National Municipal Review, we learn that 
of the total debt in 1911 of American cities of over 30,000 popu- 


*Approximately half the debt of Omaha is for a water system sugested to be 
paying over ten per cent, on the investment. In proportion to property ues Omaha’s 
debt is not very high. Most of the debt of Yonkers has been arranged to mature 
serially with an unusually short average life, and these bonds are required by law 
to be paid off as they mature. The figures given include a large water debt, which 
represents income-producing property, and likewise include a large amount of revenue 
bonds and certificates of indebtedness which are not counted against the bond limit. 
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lation, 334% per cent. was incurred for such public service enter- 
prises. Of the indebtedness of Richmond only 21.7 per cent. of 
the net debt was incurred for such enterprises, while in Norfolk 
the proportion is only 13.7 per cent., though in the latter case it 
is fair to say that it is probable that the accounts have not been 
kept so as fully to disclose the real situation. In other words, 
our principal cities not only have too much debt, but the debt 
represents too large a proportion of non-remunerative invest- 
ments. 


The conclusion should not be hastily formed that there is 
anything essentially unsound in the financial position of either 
of these cities. The contrary is true, as amply attested by the 
ready sale of their bonds on a favorable basis. The ultimate 
security for a city bond is the taxable property in the city, and 
the solid values in the two cities named are such as to inspire 
confidence. But that their position is such as to require conserv- 
ative and scientific treatment there can be no doubt. 


It appearing, then, that the consequences of what we may call 
the Virginia system are just what might have been expected 
a priori of that system, it remains to inquire what can be done 
to remedy these conditions. Clearly, if the principles above laid 
down are sound the remedy is to be found in the application of 
those principles. It has been said that the system should be 
legal, fair, conservative and practical. How can these require- 
ments be attained? 


It is believed that the remedy lies along two main lines. 

In the first place, all securities issued by a city should be for a 
term of years not exceeding the life of the improvement for 
which they are issued, and provision should be made whereby the 
securities so issued will be automatically retired at maturity. 
This can be accomplished as to each bond issue made, either by 
creating a sinking fund that will pay off the issue when due, or 
by issuing what dealers in municipal securities call serial bonds, 
by which are meant bonds some of which fall due and are paid 
each year during the life of the issue. It would be wholly 
impracticable within the limits of this paper to discuss the ques- 
tion which of these two methods is the more advisable, or the 
further question whether the amortization charges under either 
system should be equal or graded and, if graded, how. Suffice 
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it to say that there is no legal or constitutional objection to the 
immediate adoption of this principle by our Virginia cities as to 
their future bond issues. As to existing indebtedness, steps 
should at once be taken so to readjust the sinking fund provisions 
as to retire the bonds as they severally mature. 

It would be difficult, however, for our Virginia cities under 
existing conditions to provide the very high amortization charges 
that would be required for street improvements under such a 
method, unaided as they are by any contributions from the 
persons principally benefited by the improvements made. And 
this leads to a consideration of the second of the lines along which 
relief is to be sought, which involves the placing of the burden 
of such improvements where it belongs or, in other words, 
making the financial system fair. 

This can be accomplished, it is confidently believed, only by 
the re-introduction in Virginia of a system of local assessments ; 
and it is with this subject that this paper is principally concerned. 

Prejudice against such assessments long existed in Virginia, 
and it was in great part justified by the unscientific manner in 
which they were imposed. They were not infrequently made in 
lump-sum amounts, whereby the entire amount assessed against 
the abutter was immediately made a lien on his property—a 
method burdensome in the extreme. Even when payable in 
instalments, the instalments did not extend over a sufficient length 
of time properly to distribute the burden. And moreover, so far 
as available information goes, the cost of improvement was 
usually divided between the city and the abutting owner in a 
proportion inflexibly fixed in each city, regardless of the character 
and location of the street to be improved. 

A proper system of local assessment for streets would require 
first, the ascertainment by some competent authority of the 
proper division of the cost of the paving as between the property 
owner and the city. It is clear that this should greatly vary. In 
suburban sections the street is almost entirely for the benefit of 
the abutter and the assessment should be high—say from 75 per 
cent. to 90 per cent. of the cost. Contrariwise, in the case of 
downtown thoroughfares the street is primarily for the benefit 
of the city at large, and the city’s share should be high, the prop- 
erty owner contributing only, say, from 10 per cent. to 25 per 
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cent. In either case the assessment should be made in instal- 
ments, not necessarily equal, continuing approximately through 
the life of the improvement, with an option to the abutter to pay, 
if he desires, the whole amount in cash with a suitable discount. 

The portion of the cost not provided for in this way would, 
of course, be borne by the city at large; and the preferable 
method of financing the improvement is for the city to issue bonds 
covering the entire cost, looking to the local assessments for its 
pro tanto reimbursement. The term of the bonds so issued 
should be regulated by the principle above laid down. 

Such a system would not be burdensome to the abutter, and 
the city at large would be infinitely the gainer. Amortization 
charges would be in large part provided for; each improvement 
would be paid for by the time its usefulness ended; and out- 
standing bond issues would relatively decrease and would 
approach a proper limit. 

But to bring about this result a constitutional amendment is 
necessary. Section 170 of the constitution, in part, provides that: 


No city or town shall impose any tax or assessment upon abutting 
land owners for street or other public local improvements, except for 
making and improving the walkways upon then existing strects, and 
improving and paving then existing alleys, and for either the construction 
or for the use of sewers; and the same when imposed shall not be in 
excess of the peculiar benefits resulting therefrom to such abutting land 
owners. Except in cities and towns no such taxes or assessments for 
local public improvements shall be imposed on abutting land owners. 

It is apparent at a glance that this clause operates as a prac- 
tical interdict against local assessments. In the country it is 
absolute. In the cities such assessments can be made only for 
sidewalks on existing streets, existing alleys and sewers. No 
such assessments can be made for opening, grading, curbing, 
guttering, or paving the roadways of any streets, whether existing 
or not, nor for any improvements except the very limited classes 
named. 

With the inhibition of the Virginia constitution eliminated, 
there are few practical difficulties in the way of installing in this 
state a scientific system of local assessments. An outright appeal 
is what is required. Opinions may differ as to the proper framing 
of local assessment laws—whether, for example, assessments 
should be made for opening streets as well as paving them, and 
in such case whether the value of the benefits should be allowed 
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as against the value of the land taken or merely as against that 
of the land damaged; by what system assessments should be 
determined, whether by frontage values or how; whether assess- 
ments should or should not be preceded by a petition of property 
owners, and, if so, of what proportion of them; and many other 
questions that might be enumerated. But these matters should 
be left to public opinion as reflected by the legislature. The 
safeguards of the Virginia bill of rights and the fourteenth 
amendment are adequate. Details should be avoided in consti- 
tution-making. It is no rare phenomenon that those most insistent 
upon creating constitutional restraints are most impatient of 
them when they make themselves felt. If the people in the rural 
districts wish to retain the constitutional prohibition against local 
assessments there let them do so, though such a course is believed 
to be unwise for reasons that will be stated; but the cities should 
be set free from this mistaken and unprecedented restriction that 
was so lightly adopted. Otherwise their position will be hard 
indeed. The exigent demand for repaving which will soon be felt 
will result by a species of reaction in partial atrophy of plans for 
suburban development, except where, as has sometimes been 
successfully done in Norfolk, the desired result can be accom- 
plished by a large voluntary increase by the owner of the assess- 
ment for taxation—a method that works fairly well, but is 
generally impracticable where there are many owners. Our cities 
will continue to pile up debt; and the generations to come will 
curse our improvidence. 


Should this provision be repealed a few cautionary words 
may not be amiss. In framing local assessment laws the expe- 
rience of other states should be carefully studied. Particularly 
in providing for the issuance of securities legal counsel special- 
izing in municipal issues should be consulted. It has been said 
that a system of municipal finance should be practical so as to 
be attractive to bond buyers. In no respect is the opposite quality 
more apt to be displayed than when a legislature or city council 
attempts, unaided, to authorize a bond issue. 

One serious blunder sometimes made deserves special mention 
in any consideration of the local assessment system as applied to 
municipal finance. It consists in leaving uncertain the question 
whether a security issued is predicated on the general credit of 
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the city or on a local assessment or the remedy on the assessment 
has to be exhausted before the city’s credit is looked to. Uncer- 
tainty of this kind will greatly injure any bond issue for market 
purposes. The bond should be either an assessment bond pure 
and simple with the credit of the city left untouched or it should 
be based wholly on the city’s credit. The former does not affect 
the bond limit, but the latter is more marketable and is believed 
to be preferable; and proper constitutional provision could and 
should be made for not counting against the bond limit such 
proportion of the bonds as will be paid by the assessment, for 
of course in such case the city looks to the assessment for reim- 
bursement, in part or total. The bond buyer, however, knows 
only the city in the transaction. 

The primary purpose of this paper will have been subserved 
if a case has been made out for the repeal of the constitutional 
inhibition against local assessments, thus opening the way for 
the installation of that historic system on an enlightened and 
scientific basis. A proper correspondence between the life of 
municipal securities and that of the improvements for which 
they are issued has likewise been urged. Considerations of space 
and time render impossible a complete treatment of the entire 
subject of financing public improvements; but mention, at least, 
should be made of that new but economically sound method 
known as excess condemnation, whereby the appalling expense 
of acquiring property, especially in congested districts, can be 
relieved as to the city while conserving the legitimate rights of 
the property owner. It is to be hoped that a constitutional 
amendment embodying this idea may be introduced along with 
one permitting local assessments, for the two things, while in no 
way necessarily interdependent, are yet philosophically akin. 

It is believed that much of what has been said respecting 
the financing of public improvements in cities would be applicable 
in principle to the rural districts, where the need of such improve- 
ments is scarcely less acute, and the difficulty of providing them 
is far greater. But difficulties may exist as to a local assessment 
system in the country that would not occur in the cities; and it 
is in the latter that Virginia should first undertake to set her 
house in order to the end that their financial systems should not 
lag behind their other notable advances. 
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Trend and Comparative Cost of Government* 
By H. E. Mutnix 


The cost of government depends upon the functions which it 
exercises and the activities which it undertakes for the benefit of 
its citizens. There is no ideal standard to which the activity of 
government should be made to conform. Whether state govern- 
ment undertakes to exercise broad or narrow functions, to do 
many or few things, depends upon the needs of society which 
is organized into a form of government. 

To illustrate, take the history of any one of our states in the 
formative period, while the foundations of state government and 
state life were being laid. For a decade at least the greater cost 
of government was in the erection and the equipment of beautiful 
state buildings. At the same time a large amount of money was 
expended for the construction of roads, bridges and other 
improvements. 

The succeeding decade found the state expending large sums 
of money for the construction, equipment and maintenance of 
her educational institutions; and even today expenditures for 
education and recreation form a large part of the expenditures 
of nearly every state. 

Coming down to the present decade, we find many states 
overburdened with commissions and semi-independent boards 
and departments. I believe we are safe in saying that the trend 
of all state governments during the present decade is more 
towards conserving and supervising that which we already have 
than the pursuit of any new constructive policy. Public welfare, 
public comfort and public safety have come to be the watchwords 
of those who have to do with expenditure of the state’s money. 

The rapid increase of state expenditure is a patent fact not 
disputed in any quarter. A marked feature of the situation is 
the criticism of it made by those in actual charge of such expendi- 
ture. It is not a long cry from the good old days of the New 
England town meeting to the multiplicity of duties and expen- 
ditures exemplified in the magnificent capitol at Boston. 


*An address delivered by the auditor of state of Colorado before the National 
Auditors’ Convention, at Salt Lake City, Utah, August 21, 1915. 
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It is during the past ten years that the trail crossing the 
continental divide, traveled only by the hardiest and sturdiest of 
prospectors and home-seekers, has been replaced by a magnificent 
roadway over which the motorist travels rapidly and safely. 

We might continue almost indefinitely to illustrate the fact 
of the increased cost of state government. But, at the outset, 
let us not forget that states cannot choose their responsibilities, 
and attempts to avoid them as they present themselves only make 
them the harder to bear. Throughout the history of every state 
it has been the pressure of responsibility that has compelled 
improvement in the organization of public authority. The funda- 
mental purpose of state government is to safeguard the life and 
interests of that state in all its developments, and, as you and I 
know, the wonder is and the wonder grows that each small state 
can meet its responsibilities and obligations as well as it does. 

Speaker Reed once called this “a billion dollar country,” and 
more recently Theodore Roosevelt said: “The expenditure of the 
nation has been managed in a spirit of economy as far removed 
from waste as from false economy. Do our opponents grudge 
the fifty million dollars paid for the Panama canal? Do they 
intend to cut down on the pensions to the veterans of the civil 
war? Do they intend to put a stop to the irrigation policy? Or 
to immigration inspection ?” 

What is true of national expenditures is true in the individual 
state. 

In determining whether a state government is extravagant or 
not in its expenditures three points must be considered: (1) 
Is the service for which the outlay is made rendered at reason- 
able cost? (2) Does the expenditure properly belong to the 
state government? (3) Do existing conditions justify the expen- 
diture? 

The answer to the second question depends upon the interpre- 
tation given to the constitutional powers of each state. A part 
of the so-called extravagance of state government is due to the 
extension of its sphere of administration with which we are all 
familiar. Consider, for example, the development of roads and 
highways. Ten years ago the construction and maintenance of 
roads in Colorado was left exclusively to towns and counties, 
without any state supervision or assistance; but during the 
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present year Colorado is spending $750,000 under the direct 
supervision of our state highway commission, constructing and 
repairing some of the most magnificent roadways in the United 
States. 

The estimation of what is waste in expenditure—granting 
the propriety and justification of the object for which the outlay 
is made—is by no means simple. The operations of state govern- 
ment are extensive and in some departments complicated, cover- 
ing a wide area. Moreover, those operations are dependent upon 
appropriations of the state legislature and are subject to changes 
in officers, which lead in turn to changes in policies. State 
administration lacks that stability of management which charac- 
terizes private business. There is, however, some exaggeration 
in regard to existing extravagance in state administration; and 
to save large sums would require a radical change in public 
opinion as to the proper objects of appropriation. 

During the past decade the cost of state government has been 
out of proportion to the increase in population. This fact is 
due to various causes one of the chief of which is the increased 
cost of living. The state as well as the individual is compelled 
to pay more for supplies and services year by year. As greater 
efficiency is demanded of the individual, so does the citizen 
demand increased efficiency and ability in the state’s servants, 
and state governments as well as individuals are learning that 
“everything worth having costs.” Let us not forget that the 
service that a state gets from its public servants reflects in a large 
measure the character and wishes and desires of the citizen, for 
back of the officer stands the citizen keeping watch over his own. 


In most of our states boards and commissions are continu- 
ally on the increase, and scarcely a legislature meets without 
creating several new bodies of this kind. The range of subjects 
brought under supervisory control of state boards is extremely 
wide, practically every field of state activity being covered. 
Many of these boards and commissions find their duties and 
activities lap and over-lap each other; but time and experience 
will remedy these defects, for American people are not only 
patient and long suffering, but eventually they get what they 
want. This is doubly true in the matter of state educational 
institutions, where courses of studies are duplicated and where 


186 











OO Sc ew 




















Trend and Comparative Cost of Government 


the overhead charges under the present conditions are much 
greater than they should be. This could easily be remedied by 
a common board of regents with salaries commensurate with 
their services. 


Side by side with the idea of creating new boards and commis- 
sions has developed a promising tendency towards the abolition 
of some boards and a consolidation of others. The abolition 
of boards has not had the effect, however, of narrowing the field 
of state activity, but rather of creating a more centralized control 
over such activities, for the work of abolished boards has usually 
been transferred to existing agencies. In the field of state and 
local finance a majority of the states has already provided some 
form of state control over the accounts of local financial officers, 
and the skilful accountant, well versed in public accounting, is 
playing an important part in state government, backed up by 
statutes requiring a uniform system of accounts and records in 
municipal and county books. 


During recent years there has been in this country a growing 
recognition of the importance of sound principles of budget- 
making as the means of avoiding waste in public expenditures 
and securing efficiency in the administration of public affairs. 
Heads of each department should furnish the executive of each 
state with a complete statement of the probable cost of his insti- 
tution or department for the coming period, and the governor in 
turn should inform his legislature of the estimated expense as 
well as the estimated revenue for the coming period, and then 
let the legislature keep the appropriations within the revenue. If 
these things are done we shall hear less of the increased cost of 
state government. 


Let me impress upon your minds what to me is the principle 
by which to keep our respective states upon a solid business 
foundation. As a nation and as individual states, during the past 
three or four decades especially, we have been the reverse of 
thrifty, we have solaced ourselves and slept and dreamed that our 
heritage was not only a goodly one, but one that was boundless. 
We have gone on the theory that our patrimony was inexhaust- 
ible. Today, as a nation and as states, we are awaking from that 
comfortable slumber, from that pleasant but dangerous dream, 
and are realizing that if we in turn are to bequeath the goodly 
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heritage to those who come after us, we must conserve that 
which we have, and as never before our forests, our streams, our 
agricultural and our grazing lands must be safeguarded and 
protected. We must not forget that the greatest asset of any 
nation or state or community is its men. Throughout our western 
states the interests, the rights and the welfare of him who culti- 
vates the soil are being recognized, and instead of the great cattle 
ranch of thousands of acres of sage brush, cactus and buffalo 
grass, we find farms completely supporting thousands of people. 
As auditors of our respective states we can do much toward 
creating a desire for absolute justice and honesty in the conduct 
of our states’ business. The notion is abroad that to the one 
who works for the state the great essential is time service rather 
than the idea that each one has a patriotic duty to perform to 
his state. But you and I know that most of our state employees 
recognize the duty they owe the state and constituents. 
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Inventories and Gross Profit Based on 
Selling Valuations 


By W. C. Gray, C.P.A. 


It is a common practice, in department stores and in other 
lines, to take inventories at prices at which the items are marked 
to sell and to deduct from the aggregate a percentage or other 
amount to arrive at an estimate for balance sheet showing. To 
test such an estimate I have used the method below, and in 
cases where the goods are marked on a satisfactory “automatic 
mark down” basis I have shown the inventory of merchandise 
at the value obtained by use of this method. Following is an 
example, where costs of inventories are not known: 


DE -socns cdbkae eka ekee deh ceseeeaaeeee $292,000 
Closing inventory (selling valuation)......... 50,000 

342,000 
Less opening inventory (selling valuation).... 37,000 
Selling valuation of purchases............... 305,000 
Less purchases — cost.........eesceccceees 227 ,469 
Mark-up (25.42% of $305,000.00)........... 77,531 
Closing inventory (selling valuation)......... $50,000 
Less mark-up, 25.42% of $50,000.00......... 12,710 
Closing inventory (balance sheet value)...... $37,290 


To arrive at the cost of sales the common equation is: 
opening inventory (cost), plus purchases (cost), less closing 
inventory (cost), equals +, the cost of sales. In the above calcu- 
lation it is the same equation that is used, but instead of cost 
values the selling valuations are used. Sales, a known quantity, 
is substituted for cost of sales, and selling valuation of purchases 
is the unknown quantity. 
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Instead of arriving at the percentage, 25.42%, the balance 
sheet value of the closing inventory is obtainable by the 
proportion, 305,000 is to 227,469 as 50,000 is to x, the closing 
inventory value. 

In the proportion the purchases and inventories are a series 
of valuations, consisting of the aggregates of the different per- 
centage gross profit items. The assumption of the method is 
that no material error is due to the inequality of ratios within 
the series. The significance of the assumption is indicated if 
the closing inventory happened to consist of all low percentage 
gross profit items and the purchases all high percentage gross 
profit items. 

The gross profit test by this method is the comparison of the 
given gross profit with, in this case, 25.42% of the sales, which 
is $74,226.40. By proportion the method shows the gross profit 
as equal to 77,531 times 292,000 divided by 305,000—$77,531 
represents a net mark-up from cost to selling price. 

In the formula for cost of sales, if the inventories include 
items taken at other than actual cost, the result is not the actual 
cost the concern paid for the merchandise sold. If the inventories 
are on the basis of cost or market, whichever is the lower, the 
result is a cost to the concern but not the amount paid for the 
goods ; so, in using the formula for arriving at the selling valua- 
tion of the purchases, the result is not the actual selling value 
if items of the opening or closing inventories are not sold 
for exactly the amounts that are taken into the inventories. 
Goods consumed otherwise than by sale are another disturbing 
element when attempting to use the formula to arrive at actual 
cost of goods disposed of by sale or the selling value of purchases. 

If closing inventories are brought upon the books at a value 
determined by this method the gross profit percentage will not 
equal the average mark-up percentage shown by this method 
unless this percentage of the prior period happens to be equal to 
that of the following period. 


The following comparison with a case where the practice is 
to deduct 25% from selling valuations of inventories shows a 
profit and loss statement difference of $54.60 and a $210, 
(37,500 less 37,290) balance sheet difference. 
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Inventories and Gross Profit 


Inventories Inventories Gross profit Inventories 
74.58% of 75&74.58% 25.42% 75% of 


selling of selling of selling 
valuations valuations sales valuations 
Opening inventory 27,594.60 27,750.00 27,750.00 27,750.00 
Poschates. ....... 227,469.00 227,469.00 227,469.00 227,469.00 





255,063.60 255,219.00 255,219.00 255,219.00 
Closing inventory. 37,290.00 37,290.00 37,445.40 37,500.00 





Cost of sales...... 217,773.60 217,929.00 217,773.60 217,719.00 
a 292,000.00 292,000.00 292,000.00 292,000.00 





Gross profit ..... 74,226.40 74,071.00 74,226.40 74,281.00 
25.42% of sales.. 74,226.40 74,226.40 74,226.40 74,226.40 





Difference ...... None 155.40 None 54.60 
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Ascertainment of Value and Profits 
from Books of Account* 


By JAmMes A. McKENNA 


Value as shown by books of account is an expression of 
worth presumably recorded and ascertainable from actual transac- 
tions, which, at the time of record, represented the worth of the 
articles dealt in and entered on the books of account with the 
ultimate object of showing the result of such transactions at a 
given time. The value deduced from books of account may be 
subject to increase or decrease caused by appreciation or deprecia- 
tion, occurring subsequently to the entry of the worth of the 
commodity upon the books. 

Profit as ascertained from books of account is the expres- 
sion, in money value, of the excess of receipts from sales over 
the cost. This profit is usually expressed in the form of a per- 
centage upon sales, though it would appear to be more logical if 
the custom were to determine the profit percentage upon the cost. 

The terms value and profit considered in their relation one 
to the other on the books of account, and ascertained therefrom, 
are so dependent on each other for their accuracy and expression 
of truth that perfect consistency must be scrupulously maintained 
at all times in the treatment of all factors which in a given set 
of books are employed for the ascertainment of both, for if one 
be incorrectly determined it necessarily follows that both are. 

At the outset let us understand and keep in mind that even 
in kindred businesses there is no uniformity of system or practice 
in keeping books or in treating cost items. In fact there is great 
divergence of opinion as to what constitutes cost. So without 
any authoritative guide to refer to or quote I shall refrain from 
adding to an already much confused question by attempting to 
fix a standard and shall illustrate my point with reference to 
fundamental principles. 

To find from books of account the value of a stock of mer- 
chandise, the usual and customary procedure is to follow the lines 
upon which the assured has kept his books, for in most instances 





_ *An address"delivered before the Insurance Society of New York, October 19, 1915 
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the necessary segregations are observed and the claim for loss 
as prepared by the assured is based on and taken from such 
sources. 


The factors which usually come under observation and call 
for the consideration of the person entrusted with the ascertain- 
ment of value and profits are an inventory of stock on hand at 
a certain date, the purchases of material since then (as evidenced 
by invoices), freight and other necessary items of cost, to which, 
in case of a manufacturer, should be added labor and all neces- 
sary manufacturing expenses and legitimate overhead charges, 
carried down to date of fire. The aggregate of these items would 
represent the value of the stock at the time of the fire, provided, 
of course, there had been no sales or shipments during the period 
covered by the account as prepared under these instructions and 
we would have to deal with a simple problem of addition. But 
there is almost always the question of sales and the reduc- 
tion of the amount realized for the sale of goods to their cost 
value; or, when goods are sold at less than cost, a sum must be 
added thereto to equal their cost. This requires a determination 
of what amount of profit or advance over cost is contained in the 
sales amount and the ascertainment of the profit ratio on sales 
or, in rare instances, the ratio of loss. 


Custom has to a large extent established a practice which may 
be said to have much force in reason and justice to warrant its 
adoption, and that is to ascertain from the books of account 
what percentage of profit or advance over cost has been realized 
from sales of goods or of the product of the particular business 
under consideration. Custom has also prescribed certain rules 
as to how such percentage of profit or cost is ascertained and 
unless there is good reason to the contrary, these customs are 
followed, for they are usually acceptable to both claimant and 
the insuring company. 

In cases where there has been no previous period of business, 
namely, where a fire occurs before any inventory has been taken, 
it becomes more difficult to find a profit ratio to reduce the sales 
amount to a cost basis in order that a proper deduction may be 
made from the value of the stock represented by purchases or 
manufacture. In such circumstances, in the case of a manufacturer 
the stock value may be ascertained by finding the individual cost 
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for material, labor and overhead charges of the articles manu- 
factured; then, from the books, should be ascertained the sums 
realized from the sales of such articles, or if not all, a sufficient 
number of such articles in order that a fair and equitable per- 
centage of profit may be arrived at to reduce the aggregate output 
to a cost basis. 

In the case of a merchant or jobber where the goods retain 
their identity in whole or in part an examination of the sales will 
show at once the price realized for the articles dealt in, and a 
percentage of profit can be easily obtained to apply to the sum 
realized in order to reduce the sum to a cost basis; or, if the 
business is of such a nature as to call for a more extended 
ascertainment of profit, the amount of profit or advance on each 
class of goods and on each style of goods can be ascertained, and 
by that method may be reached the value of the goods which have 
been shipped or removed from the premises where the fire oc- 
curred and upon which claim is predicated. To particularize any 
kind of business would be to extend the scope of this lecture 
beyond any possibility of intelligently and adequately covering it 
in the time which has been set apart for me to present to you 
my opinions on this subject. 

Everything that I have called to your attention so far has 
been fundamental and by way of introduction. From actual 
practice most of you are entirely familiar with the matters of 
which I have spoken ; indeed, where books of account are properly 
kept and a full and true record made of the items of original 
cost and all additions thereto and of the amount realized from 
sales it is a very simple proposition to deduce from the books 
of account both the profit and the value as shown by such books 
of account. 


A word now as to value. The economic side of value, the 
appreciation or depreciation which attaches to this value, the 
varying influences which might tend to increase or decrease the 
sum as ascertained from books of account, it is not my purpose 
to dwell upon nor to enter into here. Therefore, in considering 
the subject under discussion we will treat of the value as entered 
upon the books, and the profit as ascertained from that value, 
presuming, of course, that a correct and true record of all trans- 
actions is made in the books. 
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The value and the profit deducible on books of account depend 
upon the verity of the entries made therein and it is to the elimina- 
tion of any excessive or increased expression of value either 
through a misconception and misunderstanding of what con- 
stitutes value or a deliberate effort to increase such value that 
the accountant who is entrusted with the responsibility of the 
ascertainment of these two subjects has in actual practice fre- 
quently to address his attention. 

Profit, in and of itself, is but the reflex of the other entries 
placed in the books, or the omission to enter in the books the 
transactions which should be of record. So that before any use 
may be made of a profit ratio deducible from entries in the books, 
where possible the soundness of such entries should be tested; 
and where there is absence of the books, documents or records 
necessary for such verification, recourse should be had to other 
avenues of information which ought to lead into and form part 
of the bookkeeping system of the concern. 

The field covered by bookkeeping is so large and compre- 
hensive in its scope that for one to attempt to state what in his 
judgment and experience should represent value he would have 
to traverse such a variety of businesses and cite so many examples 
that it would not be within the range of possibility to cover 
them even in outline in the time allotted for this lecture; and, to 
attempt to say what particular items go to constitute value and 
distinguish them by name would necessitate qualifying explana- 
tions because of the differences between the methods of running 
the accounting departments of mercantile, manufacturing and 
other establishments. As to the original cost of materials, labor, 
freight and other incoming charges we find substantial agreement ; 
but there consistency ends. One concern in perfect honesty will 
contend for one class of expenditure as overhead charge, while 
another concern equally honest and experienced in the conduct 
of its business will disregard such an expenditure in the over- 
head charge. 

To take up seriatim and discuss the relative methods of 
each of these contending parties would lead us into a maze of 
the niceties of bookkeeping and accounting which my conception 
of duty this evening tells me not to enter as being uncalled for 
by the amenities of this occasion and the good nature of you 
gentlemen. Furthermore, it is assumed that it is within the 
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knowledge and experience of most of you—I might say the daily 
experience of many of you in the discharge of your official duties 
—to be called upon to ascertain from books of account a state- 
ment of value and profits. In such cases it is the face value of 
the figures therein entered with which you deal and this daily 
experience has practically reduced such ascertainment to a sum 
in arithmetic, neither complex nor difficult. 

Although avoiding dry theories, I shall not leave this part 
of my subject without giving you two actual instances of obtain- 
ing value from books, first, by reducing the elements on the books 
to cost and, second, by ascertaining the value on the books by the 
employment of a profit ratio. 


The first instance is the ascertainment of the value of the stock 
of goods from the books which were kept on a cost basis, as 


follows: 











a a ere $143,813.36 
Add manufactured since, at lot book cost...... 266,642.21 

Making total stock of..............42: $410,455.57 
From which deduct sales at lot book cost of.... 167,894.14 
Leaving on hand manufactured stock at lot book 

SOD UEE --» puivuteniias aebanth wd tied wee ads $242,561.43 
There was salvaged at lot book cost.......... 101,511.69 
Leaving totally destroyed at lot book cost..... $141,049.74 
Which, reduced by deducting manufacturer’s 

ee er ary ee ae 10,448.13 


(a ratio of 108:100) 
Shows the manufacturer’s cost of stock to be.. $130,601.61 
which includes certain excessive overhead 
charges. 





Possibly no better illustration of the divergence of opinion 
as to what constitutes overhead or fixed charges can be cited 
than this particular case. The assured was of unquestioned 
integrity, of the highest moral and business reputation and one 
of the most efficient manufacturers in the country, yet carried on 
the books and charged as part of the manufacturing cost certain 
fixed charges which it was contended most strenuously were 
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proper elements of cost and value. After many conferences and 
protracted discussions and presentation of arguments and figures 
pro and con in which I was privileged to join as accountant repre- 
senting some seven or eight adjusters who appeared for the insur- 
ance companies, carrying a line of over $200,000 upon the stock, 
it was agreed that the overhead charges were excessive by four 
per cent., and a sum of $5,023.14 was deducted therefrom, leav- 
ing a book value of cost of $125,578.47. It was determined by 
calculation that 71% of this amount represented raw material 
which was charged upon the books at its invoice cost value 
which was used as a basis of cost in all the calculations hereto- 
fore referred to and employed in this statement. Nevertheless, 
this 71% was subject to a cash discount of 9%; therefore, it 
became necessary in order to arrive at what we will here call 
the cash value at the time of the fire, to reduce the 71% (or 
$89,160.71) by 9% (equalling a sum of $8,024.46). By applying 
this deduction of cash discount of $8,024.46 from the book value 
of $125,578.47 we have a remaining value of $117,554.01 which 
it was agreed and determined represented the cash value of the 
stock destroyed by the fire. 

It is rarely that we find a case in actual practice which in- 
cludes so many of the elements which are necessary to reduce 
a stock of merchandise to value. In this case we had to deal 
with the manufacturer’s profit, with an excess of fixed or over- 
head charges and with a cash discount; all of which had to be 
determined upon a percentage basis as shown by transactions on 
the books for periods of actual operation at a time preceding 
the claim. That they were ascertained correctly is evidenced by 
the fact that they were accepted by both the assured and the 
representatives of the insurance companies who, after exhaustive 
analysis of the books and detailed calculations, reached the same 
conclusion. 

The first value which we reached in this case was what was 
called the lot book cost and it amounted to $141,049.74. When 
a net cash value of $117,554.01 had been fixed upon as the 
measure of the worth of the goods destroyed in the fire we had 
reduced the lot book value or cost by $23,495.73. In this case 
the books afforded ample information to work out to a demon- 
stration the very satisfactory results here shown and the assured 
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met us with a disposition of willingness to be convinced by the 
arguments that we were able to present. I may add that this 
happy condition of affairs is not always present in examinations 
of books of account and adjustments and settlements of losses. 
My second example is an ascertainment of value by the em- 
ployment of the profit ratio and has to do, like the preceding 
case, with a loss which was actually settled and determined 
happily and, like its forerunner, satisfactorily to all concerned. 


The stock on hand at the time of inventory 


SE INN OD, oo onc csdcersvaenss $707,715.46 
To which we add the purchases less errors and 
omissions and duplications of.......... 1,484,657.42 


From which a deduction should be made for 

rebates and bonuses (which was peculiar 

to this particular business) of.......... 14,630.97 
Adding the inventory and the purchases together 

and deducting bonuses and rebates, we 

ee EB nid cdesetnanwes 2,177,741.91 
There had been sales and shipments of goods 

which, according to the books, repre- 

sented the sales value of............. 994,192.11 


From the books of account—in this instance from the opera- 
tions of the preceding years—it was found that the profit ratio 
varied little in the various years; therefore, accepting the show- 
ing from the books of account it was determined and agreed that 
the percentage of 14.21% flat on sales was included in the sales 
value of $994,192.11. Thus it was necessary to reduce the sales 
value to a cost or book value by a deduction of 14.21%, which 
amounted to $141,274.70, from the amount of the sales. This 
deduction placed the sales at a value of $852,917.41 and upon an 
equal basis with the cost as charged upon the books. The next 
step in the ascertainment of value was to deduct this $852,917.41 
from $2,177,741.91, the total of inventory and purchases, leaving 
$1,324,824.50 as the book value of the stock at date of fire; 
but at the time claim was made for loss by fire there were at 
sundry other places beyond the cover of the policies concerned 
goods of the book value of $230,101.17 which also were to be 
deducted, leaving in the premises where the fire occurred goods 
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with a book value of $1,094,723.33. The purchases made by this 
concern and charged upon the books at invoice cost were subject 
to varying rates of discount, some as low as 2%, others ranging, 
with allowance for dating, considerably over 9%. The operations 
of the business for the preceding years showed an average 
available cash discount of something under 7% while much of 
the stock that was purchased and consumed in the fire was en- 
titled to an average discount of something over 7%. It was 
finally agreed that a deduction of 7% from the book value was 
fair to all concerned in order to reduce the stock consumed to 
a cash basis. Therefore, the sum of $76,630.63 was deducted 
from the book value aforestated, leaving as a cash value of the 
stock on hand at the time of the fire $1,018,092.70. 


The citation of these two instances is quite sufficient to 
illustrate the practicability of preparing a statement from the 
books of account. It is very evident that the ascertainment of 
the factors employed called for an extensive examination, par- 
ticularly in determining the profit ratio, but in every branch of 
the work we could depend absolutely upon the honesty of the 
figures of inventory, sales, purchases and other elements enter- 
ing into the problem. Barring clerical mistakes we could accept 
without question the entries upon the books. 

Had we encountered in these two instances elements of fraud 
as to inventory, excessive charge for purchases or omission of 
sales, we would have had a more serious if not a practically im- 
possible problem. We could have deduced certain figures from 
the books, however, which might have fallen under and com- 
prehended one definition of value and profits as ascertained from 
books of account but which would not have represented the 
correct value of the property intended to be represented and pur- 
porting to be so represented. 

It has happened not infrequently—and one has not to be a 
prophet to say it may happen in the future—that the inventory 
by which the merchandise or trading or manufacturing account 
on books of account is closed is swollen as to values of the 
articles therein mentioned and also that the numbers of articles 
therein mentioned are set down at more than were actually on 
hand at the time the inventory purports to have been taken. In 
other words, the inventory may be loaded as to quantity, as to 
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price, or both. When this is the case we have not only a sur- 
charge in the inventory of whatever the amount of loading may 
be determined to be but we have an increase in the profits which 
is reflected in an increased profit ratio. Now, when we apply 
this increased profit ratio to the transactions for the period from 
the taking of the inventory to the date of the fire we take from 
the sales more than the actual profit realized, and by such method 
reduce them below cost which, as is readily seen, tends to inflate 
the value of the stock in the premises at the time of the fire. 

The many and varied methods employed to load an inventory 
make it extremely difficult to prove that a certain class of goods 
or certain items set out in detail in an inventory are in excess 
of what they ought to be. And while experience in the examina- 
tion of books equips a man very often to go to the place where 
such falsification exists, still, from such experience one becomes 
thoroughly conscious that the more we know about such trans- 
actions the more we know that we do not know. I have often 
heard it claimed that locating the loading in an inventory is a 
science known to few—and I have heard science defined as “first 
experience, then inference.” 


That entries in books are not always to be taken at their face 
value experience has again and again proved; and, in fact, we 
are not without absolute proof that a fraudulent amount claiming 
to represent inventory of stock has been deliberately and pur- 
posely carried upon books as true and correct and statements 
drawn therefrom based upon that fraudulent amount for a period 
exceeding five years. As bearing directly upon this kind of 
fraudulent expression of value permit me to cite two instances 
which have come under my observation and which fell to my lot 
to develop in. the course of investigations I was conducting in 
behalf of the insurance companies where claims had been made 
for loss suffered by fire. 


After the happening of a fire where considerable damage was 
claimed to have been done to a stock of goods and a claim pre- 
sented in excess of the proper amount by over $100,000, effort 
was made to sustain such claim by the entry of a swollen in- 
ventory, the merchandise account on the ledger being increased 
by the aforesaid sum of $100,000, and a corresponding increase 
being made in the capital account. Six years prior to the in- 
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ventory preceding the fire the inventory, profit and capital 
accounts were increased $100,000 and this increase in the in- 
ventory and capital account was carried down through all the 
years to the time of the fire. Examining the merchandise account 
and running back for a period of two, three or four years would 
have found the inventories in perfect consistency and no dis- 
turbance made in the percentage of profit. The capital account 
had likewise preserved its consistency, no disturbance being found 
there. But the amount of the claim seemed exorbitant and put 
the committee of adjusters in charge upon inquiry as to why such 
an extraordinary amount of stock should have been carried for 
the amount of business that was being done and an exhaustive 
examination of the assured’s books was authorized. Running 
back of the three year limit in such investigation it developed 
that it had been the custom of the concern to allow interest upon 
the net capital employed in the business, and it was then dis- 
covered that the interest allowance had been made upon $100,000 
less than the amount carried upon the ledger. With this lead 
the examination ran back to the six year period where the altera- 
tion was discovered to have been started and in the particular 
year at the close of which the $100,000 increase was made in the 
inventory the profit shown by the books was $100,000 in excess 
of the division represented by a journal entry as having been 
made to certain junior partners. The alterations of footings of 
the merchandise and capital accounts were very skilfully executed, 
the ink used having been exposed to the air to age it and where 
it was necessary to remove a figure such removal was made by 
acids and was so skilfully done that the ruling in the book was 
hardly affected. In very many cases it was not necessary to 
remove any figures at all, it sufficing simply to prefix the figure 
“1”. Having established the fact of the alteration we were soon 
able to secure abundance of confirmation. 

In another instance where the inventory was increased by 
$100,000, and carried on the books at such fraudulent figure, 
statements were regularly made to mercantile agencies for a 
period of over five years, representing inventory of stock on 
hand as being over $100,000 in excess of the true amount; a 
total destruction of the property took place and there was pre- 
sented to the insurance companies a detailed inventory fraudu- 
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ently increased by over $100,000. The inventory (in crude, 
though regular form) was properly entered on the books. For 
five years immediately preceding the time of the fire the inven- 
tory entries created no unusual disturbance in the merchandise, 
profit or capital accounts, but at the same time carried fraudu- 
lent loading of something over $100,000. In this instance it so 
happened that the ledger presented for examination covered a 
period of two years prior to the fraudulent increase and while 
the normal profit ratio of the business showed about 25 per cent., 
the period wherein the fraudulent inventory was entered showed 
a profit ratio of over 170 per cent. Had the assured offered in 
support of his claim a ledger covering but four years’ transac- 
tions we would have been confronted with an inventory amount 
entirely consistent upon the books for a period of four years and 
supported by a detailed inventory purporting to represent the 
actual count and record of the stock on hand at the date of in- 
ventory taking next preceding the date of the fire, but actually 
containing a loading of over $100,000. 

From these two instances it is evident that figures on books 
of account do not always represent the value of the goods and 
stock on hand at any given period. And, indeed, one cannot 
help but wonder who it is that “cooks up” the extraordinary 
travesties which one comes across from time to time in the ex- 
amination of books relating to claims for loss by fire. 

Quite another source of improper statement of values from 
books of account occurs where there are incorporated into the 
charge for material or labor improper amounts—in the case of 
material, through false invoices, and in the case of labor, either 
through padded pay-roll or a faulty conception of what constitutes 
cost. Very often we find elements under the heading of over- 
head charges which are clearly and distinctly items of expense, 
to be borne and paid for out of the profits of the business and in 
no way chargeable to the cost. 

As to the first of these classes of improper charges (that of 
invoices) we find great difficulty at times in recognizing and dis- 
tinguishing that which is false from that which is true. Here 
it is that the experienced man, either adjuster or accountant, must 
be relied upon to detect the fraud. 

The elements of the padded pay-roll also require experience 
and analytical ability to discern the lack of proportions by which 
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such improper charges are exposed. The inclusion of excessive 
amounts for overhead charges is a matter open to dispute and 
discussion and they can hardly be classed as positively fraudulent 
items although their effect in increasing the amount of a claim is 
as potent. To determine just what are proper overhead charges 
is to treat of a variable factor, according to the particular busi- 
ness under investigation. 


Another class of error or fraud which we find (though not 
frequently) is the suppression of sales. The ascertainment of the 
amount of sales suppressed presents real difficulties. Sometimes 
they are suppressed by actual sales directly recorded on the books 
and an entry made falsely purporting to show return of the 
goods to the seller. I have come across this class of fraud 
several times in the past few years. The shipments of large 
quantities of goods with no record or only a partial record upon 
the books is certainly difficult to trace and is too varied a subject 
for any but the experienced specialist. 


I know of an instance where the following method was 
pursued. A sale amounting to $1,000 was made to A and re- 
corded on the salesbook as $100, A’s account in the sales ledger 
being debited $100. When A paid this bill, sending a cheque for 
$1,000, it was not entered in the regular cashbook of the concern 
nor was deposit made in the seller’s bank ; instead, the cheque was 
deposited to the credit of the bank account of a member of the 
firm and he drew his personal cheque for $100, which sum was 
entered upon the books of the firm as the amount received from 
A. This method effectually shut out any reference in the books 
to the sum of $1,000. There were a number of such transactions. 
In carrying out this scheme of suppression of sales and false 
entries upon the books there had to be collusion between the 
bookkeeper and entry cler’: (in this case one and the same 
person) and a member of the firm. Discovery of the fraud was 
made by the fact that a certain style of goods which was shipped 
to A was shown by the manufacturing book to have been in 
stock, but some time prior to the fire an order sent in by X for 
a quantity of this style number was declined with regret because 
the entire quantity had been sold to A who, no doubt, would be 
pleased to fill X’s order. Acting on this clue an investigation 
was started which developed the fact of the suppression of the 
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$900 sale to A and of sales to other persons approximating in all 
over $10,000, all of which had been paid for and cleared, as 
stated, through the private bank account of a member of the firm. 


Thus far we have been speaking of cases where we have had 
complete or nearly complete sets of books. It not infrequently 
happens in cases where reasonable suspicion is aroused by the 
amount of the claim compared with the extent of the fire that 
certain books and records are missing. Indeed, this condition 
has grown so notorious that it has become the custom to look for 
and expect that in a certain character of claims the books most 
needed will not be produced. We then have a different problem 
to face and often are forced to go outside of the record as pre- 
sented. Oftener, however, we can by laborious and painstaking 
analysis gather from the remnants of imperfect records which are 
available sufficient evidence logically and completely to refute and 
disprove the amount of value claimed. In the employment of 
this kind of investigation the profit ratio enters very largely into 
the work and ofttimes becomes a determining factor. Sometimes, 
however, the work of manipulation has been so adroitly and 
successfully carried out as to deprive even these analytical 
methods of their potency and force. In cases of such nature the 
ascertainment of value becomes more difficult and the calcula- 
tion more complex. There are, however, in every business 
certain rules and averages governing and controlling the relation 
of one account to the other, any disturbance of which necessarily 
is reflected in one or the other. In such cases it becomes the 
duty of the accountant to analyze the material obtainable by him 
and to marshal his facts, however meagre, to develop the fraud, 
so as to show negatively, if not affirmatively, that the amount and 
value of the loss could not have been as represented, even though 
it may not be within his province to state correctly what it 
ought to be. 

In testing the accuracy of the entries on books, as regards the 
inventory, the items of purchases, sales and other factors of 
value and profit, the use of the accepted canons of the art of 
accounting frequently discloses that there is a lack of harmony 
in these factors which increases the value, such increase being 
included by the assured in the statement of the claim presented 
for payment. This disturbance is based upon the fundamental 
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truth and logic of accounting which often points the way for the 
correction of the evil. 

While books of account speak authoritatively and are relied 
on almost wholly for the evidence of the claims of value and 
profits presented, nevertheless the personal element of both the 
investigated and the investigator, or the claimant and the ad- 
juster and accountant, have largely to do with the successful out- 
come of all examinations. An attitude of omniscience and self 
assertiveness while always impeding, more often than not will 
absolutely thwart the investigator in his purpose of ascertaining 
all the facts surrounding and concerning the claim and in seeking 
the truth beyond the figures. Bearing in mind that the claimant 
having met with a misfortune by fire is entitled to and should 
receive courteous consideration and expeditious treatment in the 
examination of his claim, it holds true that a proper consideration 
of the claims of the assured and those of the insurer will best 
subserve the interests of both. 

In cases where we have reason to believe that an improper 
claim is being made and we are searching for the facts, groping 
about without definite guide, it is well to bear in mind the old 
adage that the blustering north wind was defeated in its efforts 
to tear away the traveler’s coat but the cheerful whisper of the 
south wind out of a smiling sky won the victory. 

Concerning the actual work of investigation of books for 
the purpose of eliminating fraud which has been planted therein, 
it may be said that while to the uninitiated the labor may appear 
to be trying and unpromising, still, to those who pursue the 
work with the creative imagination necessary to draw from the 
entries and read beneath the figures the suggestion and clue lead- 
ing to the unraveling of the skein of fraud showing wherein 
they are contrary to the truth and misrepresent the facts that 
should have appeared, it is a real pleasure and a test of the gold 
of experience that is on deposit in the mental treasury of the 
investigator. 

To lay bare the artificial means employed to create value and 
swell profits, and to take away all such inflation with its attendant 
malpractice, thereby restoring the proper condition, is a labor 
which, far from tiring, holds till the end the concentrated energy 
of the investigator whose reward is ample and satisfying when he 
has separated the false from the true. 
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EDITORIAL 


Accountancy Legislation 


The spread of what has been called the certified public 
accountant movement has become so general that it seems likely 
that every state in the union will soon carry on its statute books 
a law providing for the issuance of certificates to public account- 
ants. At the time of the last meeting of the American Association 
of Public Accountants there were thirty-nine such state laws. 
This year few of the state legislatures are in session and there- 
fore the additions to the list will be comparatively few, but at least 
two vitally interesting bills have been introduced, one of which 
will probably become law. 

Charles O. Lobeck of Omaha, Nebraska, introduced in the 
house of representatives at Washington a bill providing for the 
creation of a board of accountancy in the District of Columbia. 
The bill was referred to the committee on District of Columbia 
and may or may not emerge from that committee. The point of 
interest in this bill is that while it follows in a general way the 
model bill approved by the American Association of Public 
Accountants it contains a residential restriction which robs it of 
any particular value save to a small number of people who main- 
tain residence in the District of Columbia. 

The number of practising public accountants in Washington 
could be counted probably on the fingers of one hand, certainly 
on the fingers of both; and, therefore, it does not appear at the 
outset especially important that there should be a law in the Dis- 
trict of Columbia providing for the issuance of certificates to 
public accountants resident therein as distinct from others con- 
ducting practice in the District but residing elsewhere. Many of 
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our states which have not yet enacted such laws have among their 
residents a greater number of accountants, and there has generally 
been an indisposition to enact legislation where the number of per- 
sons affected was so small. 

On the other hand, of course, it might be useful to some 
accountants to establish a place of business in the District of 
Columbia so as to obtain a certified public accountant certificate 
therein. It is well known that to a large number of the people 
in this country anything emanating from the District of Columbia 
is regarded as of a national character and it is possible that a 
certificate under the bill now before us might be represented and 
accepted in many quarters as a national stamp of approval. This 
is one reason why there need not be a certified public accountant 
law in the District of Columbia at all, but if congress in its 
wisdom should decide to enact such a law it is of paramount 
importance that the residential restriction should be eliminated so 
that any one in the country otherwise qualified to receive such a 
certificate should be eligible. 

For purposes of comparison we publish the District of 
Columbia bill and follow it by the text of a bill introduced in 
the lower house of the legislature of Kentucky. This latter bill 
follows closely the recommendations of the American Association 
of Public Accountants and according to the chairman of the asso- 
ciation’s committee on state legislation is the nearest to perfection 
of any state certified public accountant bill which has been intro- 
duced. 

In the Kentucky bill it is noticeable that there is no residential 
qualification save as to members of the board of examiners and 
recipients of certificates under the waiver clause. 

We direct particular attention to the text of the Kentucky bill 
which has many details not commonly incorporated in C. P. A. 
laws. It is sincerely to be hoped that the Kentucky legislature 
will enact the bill as it stands without amendment. 


DISTRICT OF COLUMBIA 
A BILL TO CREATE A BOARD OF ACCOUNTANCY FOR THE 
DISTRICT OF COLUMBIA, AND FOR OTHER PUR- 
POSES. 
Be it enacted by the Senate and House of Representatives of the United 
States of America in Congress assembled, that any person who has 
received from the board of accountancy hereinafter created a certificate 
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of his qualifications to practise as an accountant shall be known and 
styled as a “certified public accountant,” and no other person, and no 
partnership all of the members of which have not received such certificate, 
and no corporation shall assume such title or the title of “certified 
accountant” or the abbreviation “C. P. A.,” or any other words, letters, 
or abbreviations tending to indicate that the person, firm, or corporation 
so using the same is a certified public accountant. 

Sec. 2. That there is hereby created a board of accountancy in and 
for the District of Columbia, to consist of three members, to be appointed 
by the commissioners of the District of Columbia, and who, with the 
exception of the members first to be appointed, shall be the holders of 
certificates issued under the provisions of the act. The members of the 
board first to be appointed shall be skilled in the practice of accounting 
and shall have been actively engaged therein within the District of 
Columbia for a period of at least three years next preceding the passage 
of this act, and shall hold office, one for one year, one for two years, and 
one for three years, and until their successors are appointed and qualified. 
The term of each is to be designated by the commissioners in his appoint- 
_ ment. Their successors shall be appointed for terms of three years from 
the dates as aforesaid and until their successors are appointed and quali- 
fied. The commissioners may, after full hearing, remove any member of 
the board for neglect of duty or other just cause. The board shall 
organize by the election of a president and a secretary and treasurer, and 
may make all rules and regulations necessary to carry into effect the 
purposes of this act. Any two members acting as a board shall constitute 
a quorum for the transaction of business. 

Sec. 3. That the board of accountancy shall not grant a certificate as 
a certified public accountant to any person other than a citizen of the 
United States, or who has duly declared his intention of becoming such 
citizen, and who is a resident of or has a place for the regular transaction 
of business in the District of Columbia, who is over the age of twenty-one 
years and of good moral character, who is a graduate of a high school 
with a four years’ course or has had an equivalent education, and (except 
under the provisions of section four of this act) who shall have success- 
fully passed examinations in the history, theory, and practice of general 
accounting, in commercial law as affecting accountancy, and in such other 
related subjects as the board may deem advisable. All examinations 
provided for herein shall be conducted by the board. The examinations 
shall take place as often as may be necessary in the opinion of the board, 
but not less frequently than once each year. The time and place of holding 
examinations shall be duly advertised for not less than three days in one 
daily newspaper published in the District of Columbia, beginning not 
less than thirty days prior to the date of each examination. 

Sec. 4. That the board of accountancy may, in its discretion, waive 
the examination and issue a certificate as certified public accountant to any 
person possessing the qualifications mentioned in section three of this act 
who is the holder of a certificate as certified public accountant issued 
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under the laws of any state or territory which extends similar privilege 
to certified public accountants of the District of Columbia, provided the 
requirements for such certificate in the state or territory which has 
granted it to the applicant are, in the opinion of the board, equivalent to 
those herein required; or who is the holder of a certificate as certified 
public accountant, or the equivalent thereof, issued in any foreign country, 
provided the requirements for such certificate are, in the opinion of the 
board, equivalent to those herein required; or who has been practising 
as an accountant in the District of Columbia for more than three consecu- 
tive years next preceding the passage of this act, whose qualifications 
are, in the opinion of the board, equivalent to those required by section 
three of this act, and who shall apply in writing to the board for such 
certificate within six months after the passage of this act. 

Sec. 5. That the board of accountancy may revoke any certificate 
issued under this act for unprofessional conduct or other sufficient cause: 
provided, that notice of the cause for such contemplated action and the 
date of the hearing thereon by the board shall have been mailed to the 
holder of such certificate at his registered address at least twenty days 
before such hearing. No certificate issued under this act shall be revoked 
until the board shall have held such hearing, but the nonappearance of 
the holder of any certificate, after notice as herein provided, shall not 
prevent such hearing. At all such hearings the corporation counsel of the 
District of Columbia or one of his assistants designated by him shall 
appear and represent the interests of the public. 

Sec. 6. That the board of accountancy shall charge for the examina- 
tions and certificates provided for in this act a fee of $25. This fee shall 
be payable by the applicant at the time of making his initial application. 
No additional fee shall be charged any applicant. From the fees collected 
under this act the board shall pay all expenses incident to the examina- 
tions, the expenses of issuing certificates, and traveling expenses of the 
members of the board while performing their duties under this act: 
provided, that no expenses incurred under this act shall be a charge 
against the funds of the United States nor of the District of Columbia. 
The board shall annually report the number of certificates issued and 
the receipts and expenses under this act during each fiscal year to the 
commissioners of the Distfict of Columbia, and shall pay over any unex- 
pended balance in excess of $200 of the moneys collected by it to the 
collector of taxes in said district for deposit in the treasury of the 
United States to the credit of the revenues of the District of Columbia. 

Sec. 7. That if any person shall represent himself to the public as 
having received a certificate as provided for in this act or shall assume 
to practise as a certified public accountant without having received such 
certificate, or if any person having received such certificate shall here- 
after lose the same by revocation, as provided for in this act, and shall 
continue to practise as certified public accountant, or use such title or 
any other title mentioned in section one of this act, or if any person shall 
violate any of the provisions of this act, he shall be deemed guilty of a 
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misdemeanor, and upon conviction thereof shall be punished by a fine 
not exceeding $500 or by imprisonment not exceeding six months, or by 
both fine and imprisonment, in the discretion of the court. 


KENTUCKY 


AN ACT CREATING A STATE BOARD OF ACCOUNTANCY, 
PRESCRIBING ITS POWERS AND DUTIES, PROVIDING 
FOR EXAMINATIONS AND ISSUING CERTIFICATES TO 
QUALIFIED PUBLIC ACCOUNTANTS, AND PROVIDING 
FOR PENALTIES FOR VIOLATION OF THE PROVISIONS OF 
THIS ACT. 


(House Bill No. 83) 
Be it enacted by the General Assembly of the Commonwealth of Kentucky: 


1. There is hereby established a state board of accountancy to consist 
of three members. 

Within thirty days after this act becomes a law, the governor shall 
appoint as members of said board three persons skilled in the knowledge 
and practice of accounting, each of whom shall have been a citizen of the 
state of Kentucky for at least one year and shall have been for at least 
three years immediately preceding such appointment actively engaged as 
a professional public accountant as hereinafter defined. 

One of the members thus appointed shall be appointed for a term of 
one year, one for a term of two years and one for a term of three years; 
and thereafter as the terms of said offices expire the governor shall 
appoint, from among the holders of certificates as certified public account- 
ants, as hereinafter provided for, a member of said board for a term of 
three years or until his successor shall be appointed and qualified. 

The governor shall have power to fill any vacancy occurring in the 
membership of the board and remove any member for cause after due 
notice and a hearing thereon. 

2. Within thirty days after the appointment of said board, the 
members thereof shall hold a meeting and organize, by the election of a 
president, secretary and treasurer, each of whom shall hold office until 
Tuesday after the first Monday in January, nineteen hundred and seven- 
teen, and the election of officers thereafter shall be held annually on 
Tuesday after the first Monday in January. The offices of secretary and 
treasurer may be held by the same person. The first board after organ- 
izing shall issue to each member thereof a certificate as certified public 
accountant. 

3. The board shall make all necessary rules and regulations for 
conducting examinations of applicants and governing the method and time 
of filing applications for examinations, and the time within which an 
applicant must be examined after his application has been filed, and said 
board shall have the power to adopt all other reasonable rules and regula- 
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tions, not inconsistent herewith, as may be necessary to carry into effect 
the objects and purposes of this act. 

All such examinations shall be conducted by the state board of account- 
ancy. The examinations shall take place as often as may, in the opinion 
of the board, be necessary, at such date and place as may be selected 
by it, but not less than once in each calendar year. 

Said board shall keep a complete record of its proceedings and an 
accurate list of all applications made, certificates issued, certificates 
revoked, a complete record of cash receipts and disbursements, and shall 
make report of same annually to the governor on the thirty-first of 
December. 

Said board shall adopt and provide itself with a seal with a band 
inscribed “State Board of Accountancy of Kentucky,” with the coat of 
arms of the state of Kentucky in the center, and all certificates issued as 
provided for in this act, shall be signed by the president and secretary of 
said board and shall bear the imprint of said seal. 

A majority of said board shall constitute a quorum and the affirmative 
vote of two members shall be considered as the action of said board 
except in case of revoking a certificate, in which case the unanimous vote 
of the board shall be required. 

4. Every applicant for certificate as certified public accountant shall 
be— 

A citizen of the United States, or a person who has, in good faith, 
declared his intention of becoming such citizen; not less than twenty-five 
years of age; of good moral character; a graduate of a high-school with 
a four-year course, or who, in the opinion of the board, possesses an 
education fully equivalent to that of a graduate of a high-school with a 
four-year course; who has had at least three years’ experience in the 
practice of accounting, at least one year of which shall have been either 
in the office of a practising accountant or in individual practice as a public 
accountant. 

5. No person (except those provided for under section six of this 
act) shall have issued to him a certificate as certified public accountant 
until after he has been found qualified by written examination, conducted 
by the state board of accountancy of Kentucky in the subjects of practical 
accounting, theory of accounts, auditing and commercial law as affecting 
accountancy. 

6. Said board of accountancy shall waive the examination of and 
issue a certificate as a certified public accountant to any person who 
furnishes said board with evidence of satisfactory work in accounting 
completed by him, and who possesses the qualifications mentioned in 
section four of this act, as to age, citizenship, moral character, preliminary 
education and experience in practice of accountancy, who is a citizen of 
the state of Kentucky, and who for more than three years immediately 
preceding the passage of this act shall have been practising on his own 
account as a public accountant, and who shall apply in writing for such 
certificate within ninety days after the passage of this act, provided, that 
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such applicant shall submit with his application proof of his age, citizen- 
ship, good moral character, educational qualifications and experience in 
the practice as a public accountant as set out in section four of this act; 
or to any person who is the legal holder of a certificate as certified public 
accountant or chartered accountant issued by or under the authority of 
any other state or territory of the United States, District of Columbia or 
foreign nation; provided, however, that the Kentucky state board of 
accountancy shall be satisfied that the standards and requirements for the 
issue of such certificates are fully equivalent to those established by 
this act. 

7. For the purpose of this act a public accountant is hereby defined 
as a person skilled in the knowledge and science of accounting, who holds 
himself out to the public as a practising accountant for compensation, and 
who maintains an office for the transaction of such, and whose time 
during the regular business hours of the day is devoted to the practice of 
accounting as a professional public accountant. 

8. Any person who has received from said state board of accountancy 
a certificate of his qualifications to practise as a certified public accountant 
as herein provided shall be known as a certified public accountant, and no 
other person and no partnership all the members of which have not 
received such certificate and no corporation shall assume such title of 
certified public accountant or chartered accountant, or use the abbreviation, 
“C.P.A.” or “C.A.” or any other words, letters, or abbreviations indi- 
cating that such person, firm or corporation is the holder of certificates 
as herein provided for. All firms and partnerships as are authorized to do 
business under the provisions of this section of this act shall at all times 
keep on file with the secretary of the said state board of accountancy, the 
names and post office address of each member of said firm or partnership, 
which record shall at all reasonable times be open to the inspection of any 
person holding a certificate as certified public accountant, issued under 
the provisions of this act. 

9. For the purpose of defraying the expenses of said board, a fee of 
twenty-five dollars shall be paid into the treasury of said board by each 
of the members of the first board appointed by the governor, and a like 
sum shall be paid into the treasury of the board of accountancy by each 
person applying thereto for a certificate as certified public accountant, 
which fee must accompany the application, and no part of said fee shall 
be refunded, but no additional charge can be made against the applicant 
by the board for holding the examination or determining his right to the 
certificate or issuing to him a certificate as certified public accountant. 

Any applicant failing to receive a certificate upon his first application, 
under section six of this act, or any applicant who fails to pass at his 
first examination, shall be entitled to enter at any stated examination 
held within one year from the date of his failure to procure a certificate, 
as provided for in this act, without payment of any additional fee. 

10. Members of the board to be appointed under the provisions of 
this act shall be paid for the time actually expended in the pursuance of 
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the duties imposed upon them by this act an amount not exceeding five 
dollars per day, and they shall be entitled to necessary traveling expenses 
when on official business of the board. 

All necessary expenses incident to carrying out the provisions of this 
act shall be paid out of the funds of the board, but no expenses incurred 
under this act shall ever be a valid charge against the funds of the state 
of Kentucky. 

11. Said state board of accountancy shall revoke certificates issued 
under the provisions of this act and held by any person who may be guilty 
of knowingly issuing or certifying to any false statement or statements, 
or who has been convicted of crime involving moral turpitude, or who 
fails to pay the annual dues within sixty days after same are due; pro- 
vided, however, that written notice of such proposed action shall have 
been delivered in person or forwarded by registered mail to the holder 
of such certificate at his last known post office address, stating the cause 
for such contemplated action, together with a copy of the charges, and 
appointing a time and place for hearing thereon by the state board of 
accountancy ; provided, however, that no certificate issued under this act 
shall be revoked until after such hearing, and at all such hearings both the 
board and the accused may be represented by counsel. Any certificate 
issued by this board and subsequently revoked shall be surrendered to the 
board. 

12. The board of accountancy hereby created shall not have the power 
to create any debt or incur any expense beyond the funds of the board, 
which shall consist of the fees hereinbefore fixed and an annual fee of 
not exceeding two dollars which shall be paid at such time as may be 
fixed by said board by every person holding a certificate as certified 
public accountant issued by said board. Any person desiring to be 
relieved of the annual dues may do so by voluntarily surrendering his 
certificate to the board, after which he shall not be considered or known 
as a certified public accountant within the meaning of this act, unless he 
is again qualified by the examination, as provided for in this act. 

13. Any person violating any of the provisions of this act shall be 
deemed guilty of a misdemeanor and upon conviction shall be fined not 
less than ten dollars, nor more than two hundred dollars, or be imprisoned 
in the county jail for a period of not less than one month, nor more than 
six months, or both so fined and imprisoned in the discretion of the court 
or jury. 

14. Nothing herein contained shall be so construed as to prevent any 
person from being employed or practising as an accountant in this state. 

15. No person shall be appointed a member of the state board of 
accountancy of the state of Kentucky, who is directly or indirectly inter- 
ested in or connected with in a pecuniary way any business college, organi- 
zation, or association, teaching bookkeeping or accounting; but nothing’ 
herein shall be construed to prevent any member of the said board from 
delivering lectures or assisting in any such business college, organization, 
or association teaching accounting or bookkeeping, providing, that such 
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services are rendered without charge, and that no compensation or remu- 
neration is received or accepted for such services. 

16. If any clause, sentence, paragraph or part of this act shall, for any 
reason, be adjudged by any court of competent jurisdiction to be invalid, 
such judgment shall not affect, impair or invalidate the remainder of 
said act, but shall be confined in its operation to the clause, paragraph or 
part thereof directly involved in the controversy in which such judgment 
shall have been rendered. 





Recruiting Difficulties 


The February issue of THE JouRNAL OF ACCOUNTANCY con- 
tained an editorial entitled Recruits Wanted in which attention 
was drawn to the lack of qualified accountants and the extraor- 
dinary difficulty in obtaining the desired kind and number of men 
during the first two or three months of the year when the work 
of most of the firms is at its height. 

A subscriber to THE JouRNAL has written a letter pointing out 
what he considers to be one of the principal reasons for the failure 
of young men to grasp the opportunity which lies before them in 
the accounting field. 

He says, in part: 

“T am a subscriber to THE JOURNAL OF ACCOUNTANCY and read 
your editorial Recruits Wanted with interest. As a student of 
accountancy I would like to express my views. 

“You state that something should be done to place before 
accounting students the actual attractions which public accounting 
has to offer. That is very true, but do you not think that some 
method should be devised by which the student can enter the field ? 

“Take my own case for example. I am employed in the 
accounting department of one of the largest in the 
United States and am an instructor in accountancy. I am alsoa 
student of an extension course in accounting. 

“T feel that I am ready to enter a certified public accountant’s 
office and to begin the actual work which should be done before 
I obtain a degree. But how can it be done? I was offered a 
position with a C. P. A. firm some time ago but only a temporary 
position. Naturally I cannot afford to give up a good position for 
one that will keep me employed only a few months. 
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“Therein I think lies the reason why more young students do 
not make accountancy their life work.” 

The writer of this letter is a resident of one of the smaller 
towns and therefore is not brought into close touch with the 
accounting activities which are increasingly prominent in the 
larger cities. If he were nearer to the centers of business and if 
his qualifications were adequate he would probably have no 
difficulty in obtaining the kind of employment which he desires at 
a rate of compensation which would be satisfactory. But there is 
undoubtedly a certain amount of force in his contention that one 
must run a risk in order to obtain experience. 

The idea of apprenticeship is repugnant to American minds 
and will probably never be adopted in this country. In Great 
Britain it is through apprenticeship that the great mass of recruits 
to the accounting profession is derived—and there is much to be 
said in its favor. But inasmuch as this is not a feasible plan for 
the United States the question does arise: How shall the young 
man attain experience while supporting himself? 

The salaries paid to men at the outset of their accounting 
career are generally sufficient for the support of the men them- 
selves, but not for their families. It requires many months of 
service to make the average man of any value to his employer. 
During that period he may be carried at a considerable loss, and 
therefore it is unreasonable to suppose that the employer would 
be inclined to raise the rate of compensation so as to permit 
married men to enter the accounting field without any experience 
and without being of any value. 

It was not with such cases that our editorial was concerned, 
nor do we believe that the man who has heavy responsibilities 
should leave a sure employment for the uncertainties of a new 
sort of effort. He may enter an accountant’s office and after a 
few months demonstrate his absolute unsuitability for the work. 
In that case he will be out of employment and his latter state far 
worse than his former. 

There probably are many men of middle age who would be of 
distinct value to the accounting profession, but it is not from 
the ranks of the married men or the men approaching middle age 
that the recruits should come. It is the young men who should 
fill up the ranks and they should begin their training at the earliest 
practicable moment. 
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There seems to be too general an idea that anybody can be a 
public accountant. The fact is that comparatively few are suited 
to the profession. An accountant must have so many diverse 
qualifications that it is not an easy matter to find them combined 
in one man. For the man who possesses the necessary qualities 
the accounting field offers the brightest of opportunities. The 
young man, the man of energy, ability and initiative is the kind of 
recruit that the profession wants. 

It may be that the writer of the letter which we have quoted 
above is the kind of man required. If so he will not be running 
any great risk to accept an appointment in an accountant’s office. 
If he can prove his worth there will be no danger of unemploy- 
ment; but his letter raises an interesting question which is 
frequently discussed and to which a complete answer is not easily 
rendered. 





Honors for British Accountants 


Many American accountants will be interested in the announce- 
ment that King George has conferred the honor of knighthood 
upon Horace Woodburn Kirby, who has been president of the 
Institute of Chartered Accountants in England and Wales for 
the past three years, and upon George Franklin, F. C. A. An- 
other member of the Institute, John George Griffiths, F. C. A., 
becomes a member of the Victorian Order. The services of these 
gentlemen to their country during the present war are doubtless 
the immediate reason for their honors but all of them have been 
for many years prominent in the accounting profession and there- 
fore have merited recognition in times of peace as well as war. 

American accountants will feel peculiar interest in Mr. Kirby’s 
elevation inasmuch as he is well known to many members of the 
national organization and sincerely esteemed both for his personal 
and professional qualifications. At the meeting of the American 
Association of Public Accountants held in Chicago in 1912 Mr. 
Kirby represented the Institute of Chartered Accountants in 
England and Wales and has always kept in close touch with 
accounting progress in this country. 

We extend to all the British accountants who have received 
these signal marks of their sovereign’s esteem our heartiest con- 
gratulations. May they live long to enjoy their well won honors. 
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Form of Financial Statement 


The Federal Reserve Board has given consideration to the 
forms of reports which should be submitted to member banks in 
support of applications for credit, and it seems comparatively 
safe to assume that sooner or later there will be a definite attempt 
to demand the presentation of certain details before commercial 
paper will be purchased. Many different forms have been sug- 
gested and probably there will be a few alterations necessary 
when any form which may be adopted has been given the test of 
practical use. One of the most concise of the suggested forms 
which has come to our attention is one prepared by Enos Spencer 
of Louisville. This form was suggested to the Rotary Club of 
Louisville and has received most favorable consideration. The 
plan has the merit of indicating clearly the working capital and 
its disposition. It is a form which is readily followed and may 
be as readily understood by the banker. 

It would be interesting to receive the suggestions of readers of 
THE JOURNAL as to how and where this form could be improved. 

The form follows: 


ANALYSIS OF THE FINANCIAL STATEMENT OF THE 
BLANK COMPANY, FEBRUARY 10, 1916 


Capital Employed 
Al. Invested: 


Capital stock authorized..... 50,000.00 

Capital stock unissued....... 10,000.00 

Capital stock paid-up........ 40,000.00 

Surplus earned ............. 10,000.00 

Undivided profits............ 5,000.00 
I iis is Vk needa 55,000.00 

A2. Borrowed: 

Notes payable, banks........ 10,000 .00 

Notes payable, individuals... 5,000.00 

Accounts payable ........... 15,000.00 
IE, ig sic stimnswndoewans 30,000.00 

ee a 85,000.00 
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How Employed 


B 1. Fixed investments: 
gad a sa caw mn aos 11,000.00 
Less reserve for depreciation 1,000.00 10,000.00 


Machinery and tools........ 17,000.00 





Less reserve for depreciation 2,000.00 15,000.00 

Sidings and switches........ 9,000.00 

Less reserve for depreciation 1,000.00 8,000 . 00 

Boilers and engines.......... 8,000.00 

Less reserve for depreciation 1,000.00 7,000.00 40,000.00 
EE ot tne cn bancadnaduiiwdee nended 45,000.00 

B2. Working capital derived from: 

invested and accrued capital 55,000.00 

Less fixed investments...... 40,000.00 15,000.00 

BIEL, -50:5 naadednnd ein daididiiatwtul Gite 30,000.00 45,000.00 





B 3. Activities of the working capital: 
(a) Union National Bank... 2,000.00 





ONE one o.deseensas 100.00 2,100.00 
(b) Notes receivable ....... 2,000.00 
Accts. receivable ....... 15,900.00 17,900.00 
(c) Inventory, finished goods............ 10,000.00 
(d) Raw materials ......... 10,000 .00 
ES -ndandbecesees 5,000.00 15,000.00 45,000.00 
Summary 
A. Invested and accrued capital............... 55,000 .00 
ee SE MIN osc coccncsbdecbaeeccdses 30,000.00 85,000.00 
B 1. Capital tied up in fixed investments.................00- 40,000.00 
B 2. Capital with which to operate business................. 45,000 .00 
B 3. Activities of the working capital: 
(a) Idle, waiting investment............ 2,100.00 
(b) In process of collection............. 17,900.00 
Ce) Bees teh BREE. 0... cc cece ccess 10,000.00 
(d) Engaged in manufacturing.......... 15,000.00 45,000.00 
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Epitep sy JoHN B. Niven, C. P. A. 


The supreme court of the United States has now declared that the 
income tax statute of October 3, 1913, is constitutional. The decision to 
this effect was given in the case of Frank R. Brushaber v. Union Pacific 
Railroad Company, which came before the court under an appeal from 
the district court of the United States for the southern district of New 
York. The remarks of Chief Justice White, who delivered the opinion of 
the court, are given this month as T. D. 2290. The case was one well 
laid, upon which to obtain the views of the supreme court on the con- 
stitutionality of the law, as it dealt exhaustively with the criticisms and 
objections which have been raised against the law since it was passed in 
1913, and the chief justice discussed the most important of them in his 
remarks. In effect, the court holds that no new taxing power was given 
by the sixteenth amendment to the constitution, but that the constitution 
as originally framed did contain the power to levy an income tax; that the 
provisions requiring apportionment among the several states and uni- 
formity with regard to census or enumeration were not so much a limita- 
tion upon the complete and all-embracing authority to tax, but were simply 
regulations concerning the mode in which the plenary power was to be 
exerted; that, irrespective as to whether the income tax as now laid was 
governed by the rule of apportionment as to direct taxes or by the rule 
of uniformity as to duties, imposts and excises, the sixteenth amendment 
in substance had removed these limitations upon an income tax. Upon 
this interpretation of the law the court now holds that all the contentions 
concerning the assumed limitations to be implied from the language of 
the amendment as to the nature and character of the income tax which it 
authorizes find no support in the statute and are irreconcilable with the 
other purposes which the amendment was adopted to accomplish. 

The decision now given places beyond any question of doubt the income 
tax law permanently among the methods available to the federal govern- 
ment for the purpose of collecting its revenue from year to year. 

Congress may and probably will alter the law in some details, and even 
modify some of the principles employed for its enactment, but no matter 
upon what basis or by what method it is levied and collected, there is 
little doubt that a tax upon incomes will remain as part of the fiscal 
machinery of this country. Another decision which has been published 
recently—T. D. 2291—relates to the returns of net income of fiduciaries. 
This decision states that it amends treasury decision 2231. It will be 
remembered that T. D. 2231 provided that fiduciaries should render a re- 
turn, not only as withholding agents in respect of the income of the estate 
where the interest of one beneficiary in the untaxed income of the estate 
exceeded $3,000, but also as an entity or beneficiary in and for itself for 
tax purposes in respect of the undistributed income of the estate both 
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as regards the normal tax and the additional tax, when the amount thereof 
including dividends, exceeds $20,000. When that decision was published 
it was pointed out in these pages that the ruling thus made by the treasury 
department seemed to be contrary to the law which provides only for 
the taxation of individuals and corporations. The fiduciary’s position 
under the income tax law is merely that of a withholding agent. If the 
fiduciary is liable not only for the the normal tax withheld, but also for 
the additional tax on account of income which had not been distributed 
by him and which might, in fact, never reach a taxable person, it would 
result in his having to pay a tax for which there was no liability on any 
of the beneficiaries in the trust, and for which no fund could be legally 
charged. 

The decision which is now published states that it amends the previous 
ruling to provide that fiduciaries having control of income accruing during 
the year to known beneficiaries but not distributed or paid during the 
year should in making their return give the name and address of the 
beneficiary having a distributive interest in such income. It will be ob- 
served that the department seems to have modified very considerably the 
previous ruling, as the new ruling deals exclusively with the distributive 
interest of known beneficiaries in the income accruing during the year. 
The ruling does not specifically state that the previous one is superseded, 
but it is reasonable to read supersession into the present ruling. Assuming 
that the present ruling is the only basis upon which a fiduciary return is 
to be given, it will be seen that profits on the sale of investments which 
are not distributable to known beneficiaries are not required to be dis- 
closed, but that the return will only disclose the distributive interest of a 
known beneficiary in the income of the estate accruing during the year 


of tax. 
The regulation as now laid down is the logical and reasonable method 


of taxing the income of trust estates, but it would still seem proper to look 
for a ruling dealing with profits or appreciation of investments of a 
trust estate the ultimate destination of which may be meantime unknown. 

The only other ruling available this month is one amending the basis of 
prorating the loss or gain derived from a capital asset over the whole 
period in which the asset was held by the taxpayer. The previous ruling 
stated that fractional parts of a year were not to be considered but this 
is now changed to require that months and half-months be taken into 
account in arriving at the loss or gain to be disclosed in the income tax 
return. 


TREASURY RULINGS 
(T. D. 2290, January 31, 1916.) 
Income tax act of October 3, 1913—Decision of the Supreme Court. 


1. CoNSTITUTIONALITY OF THE Law. 


The income tax provisions of the tariff act of October 3, 1913, are 
held to be constitutional. 
2. Power or ConGrEss To Tax. 
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The authority conferred upon congress by the constitution to lay and 
collect taxes, duties, imposts and excises is exhaustive and embraces 
every conceivable power of taxation. 

3. LiMITATION ON Power oF CoNnGRESS To TAX. 

The constitution lays down two rules by which imposition of taxes 
must be governed, viz., the rule of apportionment as to direct taxes, and 
the rule of uniformity as to duties, imposts and excises. 

4. Income Tax Acts or Civit War Periop. 

These taxing laws were classed under the head of excises, duties and 
imposts. Although being a tax burden on income of every kind, in- 
cluding that derived from property real or personal, they were not taxes 
directly on property because of its ownership. 

5. THe Income Tax Act or 1894. 

The income tax act of 1894 was held unconstitutional as being direct 

in the constitutional sense and therefore void for want of apportionment. 
6. THE SIXTEENTH AMENDMENT TO THE CONSTITUTION. 

This amendment was enacted for the purpose of doing away with the 
principle on which the decision in Pollock v. Farmers’ Loan & Trust Co. 
was decided. 

7. CONTENTION ON ACCOUNT OF RETROACTIVITY. 

The contention on account of its limited retroactivity is not sound, 

A a of the decision in Stockdale v. Insurance Companies (20 Wall., 
8. CoNTENTION ON ACCOUNT OF THE PROGRESSIVE FEATURE OF THE LAw. 

The want of foundation of this contention was pointed out in 
Knowlton v. Moore (178 U. S., 41), and the right to urge it was fore- 
closed by that decision. 

9. CONTENTIONS ON OTHER Grounps Not VALID. 

The numerous contentions against the validity of the act based upon 
an assumed violation of the uniformity clause of the constitution are 
without legal merit, as that clause exacts only geographical uniformity. 
There is no basis for the contention based on the , process clause of 
the constitution, as that clause is not a limitation upon the taxing power 
conferred upon congress by the constitution. 


The appended decision of the supreme court of the United States in the 
case of Frank R. Brushaber v. Union Pacific Railroad Co. is published for 
the information of internal-revenue officers and others concerned. 


SuPREME Court OF THE Unitep States. No. 140. Ocroper Term, 1915. 
Frank R. Brushaber, appellant, v. Union Pacific Railroad Co. 


Appeal from the District Court of the United States for the Southern 
District of New York. 


{January 24, 1916.] 


Mr. Chief Justice White delivered the opinion of the court: 

As a stockholder of the Union Pacific Railroad Co. the appellant filed 
his bill to enjoin the corporation from complying with the income-tax pro- 
visions of the tariff act of October 3, 1913 (sec. 2, ch. 16, 38 Stat., 166). 
Because of constitutional questions duly arising the case is here on direct 
appeal from a decree sustaining a motion to dismiss because no ground for 
relief was stated. 

The right to prevent the corporation from returning and paying the tax 
was based upon many averments as to the repugnancy of the statute to the 
constitution of the United States, of the peculiar relation of the corporation 
to the stockholders and their particular interests resulting from many of the 
administrative provisions of the assailed act, of the confusion, wrong and 
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multiplicity of suits and the absence of all means of redress which would 
result if the corporation paid the tax and complied with the act in other 
respects without protest, as it was alleged it was its intention to do. To 
put out of the way a question of jurisdiction we at once say that in view 
of these averments and the ruling in Pollock v. Farmers’ Loan & Trust Co. 
(157 U. S., 429), sustaining the right of a stockholder to sue to restrain a 
corporation under proper averments from voluntarily paying a tax charged 
to be unconstitutional on the ground that to permit such a suit did not 
violate the prohibitions of section 3224, revised statutes, against enjoining 
the enforcement of taxes, we are of opinion that the contention here made 
that there was no jurisdiction of the cause since to entertain it would 
violate the provisions of the revised statutes referred to is without merit. 
Before coming to dispose of the case on the merits, however, we observe 
that the defendant corporation having called the attention of the govern- 
ment to the pendency of the cause and the nature of the controversy and its 
unwillingness to voluntarily refuse to comply with the act assailed, the 
United States as amicus curie has at bar been heard both orally and by 
brief for the purpose of sustaining the decree. 

Aside from averments as to citizenship and residence, recitals as to the 
provisions of the statute and statements as to the business of the corpora- 
tion contained in the first 10 paragraphs of the bill advanced to sustain 
jurisdiction, the bill alleged 21 constitutional objections specified in that 
number of paragraphs or subdivisions. As all the grounds assert a viola- 
tion of the constitution, it follows that in a wide sense they all charge a 
repugnancy of the statute to the sixteenth amendment under the more 
immediate sanction of which the statute was adopted. 

The various propositions are so intermingled as to cause it to be difficult 
to classify them. We are of opinion, however, that the confusion is not 
inherent, but rather arises from the conclusion that the sixteenth amend- 
ment provides for a hitherto unknown power of taxation; that is, a power 
to levy an income tax which, although direct, should not be subject to the 
regulation of apportionment applicable to all other direct taxes. And the 
far-reaching effect of this erroneous assumption will be made clear by 
gawetans the many contentions advanced in argument to support it, as 

ollows: 

(a) The amendment authorizes only a particular character of direct tax 
without apportionment, and therefore if a tax is levied under its assumed 
authority which does not partake of the characteristics exacted by the 
amendment, it is outside of the amendment and is void as a direct tax in 
the general constitutional sense because not apportioned. 

(6) As the amendment authorizes a tax only upon incomes “from what- 
ever source derived,” the exclusion from taxation of some income of 
designated persons and classes is not authorized and hence the consti- 
tutionality of the law must be tested by the general provision of the con- 
stitution as to taxation, and thus again the tax is void for want of ap- 
portionment. 

(c) As the right to tax “incomes from whatever source derived” for 
which the amendment provides must be considered as exacting intrinsic 
uniformity, therefore no tax comes under the authority of the amendment 
not conforming to such standard, and hence all the provisions of the 
assailed statute must once more be tested solely under the general and 
preexisting provision of the constitution, causing the statute again to be 
void in the absence of apportionment. 

(d) As the power conferred by the amendment is new and prospective, 
the attempt in the statute to make its provisions retroactively apply is void, 
because so far as the retroactive period is concerned it is governed by the 
preexisting constitutional requirement as to apportionment. 

But it clearly results that the proposition and the contentions under it, 
if acceded to, would cause one provision of the constitution to destroy 
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another ; that is, they would result in bringing the provisions of the amend- 
ment exempting a direct tax from apportionment into irreconcilable conflict 
with the general requirement that all direct taxes be apportioned. More- 
over, the tax authorized by the amendment, being direct, would not come 
under the rule of uniformity applicable under the constitution to other 
than direct taxes, and thus it would come to pass that the result of the 
amendment would be to authorize a particular direct tax not subject either 
to apportionment or to the rule of geographical uniformity, thus giving 
power to impose a different tax in one state or states than was levied in 
another state or states. This result instead of simplifying the situation 
and making clear the limitations on the taxing power, which obviously the 
amendment must have been intended to accomplish, would create radical 
ond destructive changes in our constitutional system and multiply con- 
usion. 

But let us by a demonstration of the error of the fundamental proposi- 
tion as to the significance of the amendment dispel the confusion neces- 
sarily arising from the arguments deduced from it. Before coming, how- 
ever, to the text of the amendment, to the end that its significance may 
be determined in the light of the previous legislative and judicial history 
of the subject with which the amendment is concerned and with a knowl- 
edge of the conditions which presumptively led up to its adoption and 
hence of the purpose it was intended to accomplish, we make a brief state- 
ment on those subjects. 

That the authority conferred upon congress by section 8 of article I “to 
lay and collect taxes, duties, imposts and excises” is exhaustive and em- 
braces every conceivable power of taxation has never been questioned, or, 
if it has, has been so often authoritatively declared as to render it neces- 
sary only to state the doctrine. And it has also never been questioned from 
the foundation, without stopping presently to determine under which of the 
separate headings the power was properly to be classed, that there was 
authority given, as the part was included in the whole, to lay and collect 
income taxes. Again, it has never, moreover, been questioned that the 
conceded complete and all-embracing taxing power was subject, so far as 
they were respectively applicable, to limitations resulting from the require- 
ments of article I, section 8, clause 1, that “all duties, imposts and excises 
shall be uniform throughout the United States,” and to the limitations of 
article I, section 2, clause 3, that “direct taxes shall be apportioned among 
the several states” and of article I, section 9, clause 4, that “no capitation 
or other direct tax shall be laid, unless in proportion to the census or 
enumeration hereinbefore directed to be taken.” In fact, the two great 
subdivisions embracing the complete and perfect delegation of the power 
to tax and the two correlated limitations as to such power were thus aptly 
stated by Mr. Chief Justice Fuller in Pollock v. Farmers’ Loan & Trust 
Co., supra, at page 557: “In the matter of taxation, the constitution 
recognizes the two great classes of direct and indirect taxes and lays down 
two rules by which their imposition must be governed, namely: The rule 
of apportionment as to direct taxes, and the rule of uniformity as to duties, 
imposts and excises.” It is to be observed, however, as long ago pointed 
out in Veasie Bank v. Fenno (8 Wall., 533, 541), that the requirement of 
apportionment as to one of the great classes and of uniformity as to the 
other class were not so much a limitation upon the complete and all- 
embracing authority to tax, but in their essence were simply regulations 
concerning the mode in which the plenary power was to be exerted. In 
the whole history of the government down to the time of the adoption of 
the sixteenth amendment, leaving aside some conjectures expressed of the 
possibility of a tax lying intermediate between the two great classes and 
embraced by neither, no question has been anywhere made as to the 
correctness of these propositions. At the very beginning, however, there 
arose differences of opinion concerning the criteria to be applied in de- 
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termining in which of the two great subdivisions a tax would fall. Without 
pausing to state at length the basis of these differences and the conse- 
quences which arose from them, as the whole subject was elaborately 
reviewed in Pollock v. Farmers’ Loan & Trust Co. (157 U. S., 429; 158 
U. S., 601), we make a condensed statement which is in substance taken 
from what was said in that case. Early the differences were manifest 
in pressing on the one hand and posing on the other the passage of an 
act levying a tax without apportionment on carriages “for the conveyance 
of persons,” and when such a tax was enacted the question of its re- 
pugnancy to the constitution soon came to this court for determination. 
Hylton v. United States (3 Dall. 171). It was held that the tax came 
within the class of excises, duties and imposts and therefore did not require 
apportionment, and while this conclusion was agreed to by all the members 
of the court who took part in the decision of the case there was not an 
exact coincidence in the reasoning by which the conclusion was sustained. 
Without stating the minor differences, it may be said with substantial 
accuracy that the divergent reasoning was this: On the one hand, that the 
tax was not in the class of direct taxes requiring apportionment, because 
it was not levied directly on property because of its ownership, but rather 
on its use, and was therefore an excise, duty, or impost; and on the other, 
that in any event the class of direct taxes included only taxes directly 
levied on real estate because of its ownership. Putting out of view the 
difference of reasoning which led to the concurrent conclusion in the 
Hylton case, it is undoubted that it came to pass in legislative practice that 
the line of demarcation between the two great classes of direct taxes on 
the one hand and excises, duties and imposts on the other, which was 
exemplified by the ruling in that case, was accepted and acted upon. In 
the first place, this is shown by the fact that wherever (and there were 
a number of cases of that kind) a tax was levied directly on real estate or 
slaves, because of ownership, it was treated as coming within the direct 
class and apportionment was provided for, while no instance of apportion- 
ment as to any other kind of tax is afforded. Again, the situation is aptly 
illustrated by the various acts taxing incomes derived from property of 
every kind and nature which were enacted beginning in 1861 and lasting 
during what may be termed the civil war period. It is not disputable that 
these latter taxing laws were classed under the head of excises, duties and 
imposts, because it was assumed that they were of that character inasmuch 
as, although putting a tax burden on income of every kind, including that 
derived from property, real or personal, they were not taxes directly on 
property because of its ownership. And this practical construction came 
in theory to be the accepted one, since it was adopted without dissent by 
the most eminent of the text-writers. (1 Kent Com., 254, 256; 1 Story 
Const., sec. 955; Cooley Const. Lim. (5th ed.), *480; Miller on the Con- 
stitution, 237; Pomeroy’s Constitutional Law, sec. 281; Hare Const. Law, 
vol. 1, 249, 250; Burroughs on Taxation, 502; Ordronaux, Constitutional 
Legislation, 225.) 

Upon the lapsing of a considerable period after the repeal of the income 
tax laws referred to, in 1894 an act was passed laying a tax on incomes 
from all classes of property and other sources of revenue which was not 
apportioned, and which therefore was of course assumed to come within 
the classification of excises, duties and imposts which were subject to the 
rule of uniformity but not to the rule of apportionment. The constitutional 
validity of this law was challenged on the ground that it did not fall 
within the class of excises, duties and imposts, but was direct in the con- 
stitutional sense and was therefore void for want of apportionment, and 
that question came to this court and was passed upon in Pollock v. Farmers’ 
Loan & Trust Co. (157 U. S., 429; 158 U. S., 601). The court, fully 
recognizing in the passage which we have previously quoted the all- 
embracing character of the two great classifications including, on the one 
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hand, direct taxes subject to apportionment, and on the other, excises, 
duties, and imposts subject to uniformity, held the law to be unconstitu- 
tional in substance for these reasons: Concluding that the classification of 
direct was adopted for the purpose of rendering it impossible to burden by 
taxation accumulations of property, real or personal, except subject to the 
regulation of apportionment, it was held that the duty existed to fix what 
was a direct tax in the constitutional sense so as to accomplish this purpose 
contemplated by the constitution. (157 U. S., 581.) Coming to consider 
the validity of the tax from this point of view, while not questioning at 
all that in common understanding it was direct merely on income and 
only indirect on property, it was held that considering the substance of 
things it was direct on property in a constitutional sense to burden an 
income by a tax was from the point of substance to burden the property 
from which the income was derived and thus accomplish the very thing 
which the provision as to apportionment of direct taxes was adopted to 
prevent. As this conclusion but enforced a regulation as to the mode of 
exercising power under particular circumstances, it did not in any way 
dispute the all-embracing taxing authority possessed by congress, including 
necessarily therein the power to impose income taxes if only they con- 
formed to the constitutional regulations which were applicable to them. 
Moreover in addition the conclusion reached in the Pollock case did not 
in any degree involve holding that income taxes generically and neces- 
sarily came within the class of direct taxes on property, but on the con- 
trary recognized the fact that taxation on income was in its nature an 
excise entitled to be enforced as such unless and until it was concluded 
that to enforce it would amount to accomplishing the result which the 
requirement as to apportionment of direct taxation was adopted to prevent, 
in which case the duty would rise to disregard form and consider sub- 
stance alone and hence subject the tax to the regulation as to apportion- 
ment which otherwise as an excise would not apply to it. Nothing could 
serve to make this clearer than to recall that in the Pollock case in so far 
as the law taxed incomes from other classes of property than real estate 
and invested personal property, that is, income from “professions, trades, 
employments, or vocations” (158 U. S., 637), its validity was recognized ; 
indeed it was expressly declared that no dispute was made upon that 
subject and attention was called to the fact that taxes on such income had 
been sustained as excise taxes in the past (ib., p. 635). The whole law was, 
however, declared unconstitutional on the ground that to permit it to thus 
operate would relieve real estate and invested personal property from 
taxation and “would leave the burden of the tax to be borne by professions, 
trades, employments, or vocations; and in that way what was intended as 
a tax on capital would remain, in substance, a tax on occupations and 
labor” (ib., p. 637), a result which it was held could not have been con- 
templated by congress. 

This is the text of the amendment: 

The congress shall have power to lay and collect taxes on incomes, from 
whatever source derived, without apportionment among the several states, 
and without regard to any census or enumeration. 

It is clear on the face of this text that it does not purport to confer 
power to levy income taxes in a generic sense—an authority already 
possessed and never questioned—or to limit and distinguish between one 
kind of income taxes and another, but that the whole purpose of the 
amendment was to relieve all income taxes when imposed from apportion- 
ment from a consideration of the source whence the income was derived. 
Indeed in the light of the history which we have given and of the decision 
in the Pollock case and the ground upon which the ruling in that case was 
based, there is no escape from the conclusion that the amendment was 
drawn for the purpose of doing away for the future with the principle 
upon which the Pollock case was decided, that is, of determining whether 
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a tax on income was direct not by a consideration of the burden placed 
on the taxed income upon which it directly operated, but by taking into 
view the burden which resulted on the property from which the income 
was derived, since in express terms the amendment provides that income 
taxes, from whatever source the income may be derived, shall not be 
subject to the regulation of apportionment. From this in substance it 
inuisputably arises, first, that all the contentions which we have previously 
noticed concerning the assumed limitations to be implied from the language 
of the amendment as to the nature and character of the income taxes 
which it authorizes find no support in the text and are in irreconcilable 
conflict with the very purpose which the amendment was adopted to 
accomplish ; second, that the contention that the amendment treats a tax 
on income as a direct tax although it is relieved from apportionment and 
is necessarily therefore not subject to the rule of uniformity as such rule 
only applies to taxes which are not direct, thus destroying the two great 
classifications which have been recognized and enforced from the begin- 
ning, is also wholly without foundation since the command of the amend- 
ment that all income taxes shall not be subject to apportionment by a con- 
sideration of the sources from which the taxed income may be derived, 
forbids the application to such taxes of the rule applied in the Pollock 
case by which alone such taxes were removed from the great class of 
excises, duties and imposts subject to the rule of uniformity and were 
placed under the other or direct class. This must be unless it can be said 
that although the constitution as a result of the amendment in express 
terms excludes the criterion of source of income, that criterion yet remains 
for the purpose of destroying the classifications of the constitution by 
taking an excise out of the class to which it belongs and transferring it 
to a class in which it can not be placed consistently with the requirements 
of the constitution. Indeed, from another point of view, the amendment 
demonstrates that no such purpose was intended and on the contrary shows 
that it was drawn with the object of maintaining the limitations of the 
constitution and harmonizing their operation. We say this because it is 
to be observed that although from the date of the Hylton case because of 
statements made in the opinions in that case it had come to be accepted 
that direct taxes in the constitutional sense were confined to taxes levied 
directly on real estate because of its ownership, the amendment contains 
nothing repudiating or challenging the ruling in the Pollock case that the 
word direct had a broader significance since it embraced also taxes levied 
directly on personal property because of its ownership, and therefore the 
amendment at least impliedly makes such wider significance a part of the 
constitution—a condition which clearly demonstrates that the purpose was 
not to change the existing interpretation except to the extent necessary to 
accomplish the result intended, that is, the prevention of the resort to the 
sources from which a taxed income was derived in order to cause a direct 
tax on the income to be a direct tax on the source itself and thereby to 
take an income tax out of the class of excises, duties and imposts and 
place it in the class of direct taxes. 

We come then to ascertain the merits of the many contentions made in 
the light of the constitution as it now stands, that is to say, including 
within its terms the provisions of the sixteenth amendment as correctly 
interpreted. We first dispose of two propositions assailing the validity of 
the statute on the one hand because of its repugnancy to the constitution 
in other respects, and especially because its enactment was not authorized 
by the sixteenth amendment. 

The statute was enacted October 3, 1913, and provided for a general 
yearly income tax from December to December of each year. Excep- 
tionally, however, it fixed a first period embracing only the time from 
March 1 to December 31, 1913, and this limited retroactivity is assailed as 
repugnant to the due process clause of the fifth amendment and as incon- 
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sistent with the sixteenth amendment itself. But the date of the retroac- 
tivity did not extend beyond the time when the amendment was operative, 
and there can be no dispute that there was power by virtue of the amend- 
ment during that period to levy the tax, without apportionment, and so far 
as the limitations of the constitution in other respects are concerned, the 
contention is not open, since in Stockdale v. Insurance Cos. 20 Wall. 323, 
331), in sustaining a provision in a prior income tax law which was as- 
sailed because of its retroactive character, it was said: 

The right of congress to have imposed this tax by a new statute, 
although the measure of it was governed by the income of the past year, 
can not be doubted ; much less can it be doubted that it could impose su 
a tax on the income of the current year, though part of that year had 
elapsed when the statute was passed. The joint resolution of July 4, 1864, 
imposed a tax of 5 per cent. upon all income of the previous year, although 
one tax on it had already been paid, and no one doubted the validity of 
the tax or attempted to resist it. 

The statute provides that the tax should not apply to enumerated 
organizations or corporations, such as labor, agricultural or horticultural 
organizations, mutual savings banks, etc., and the argument is that as the 
amendment authorized a tax on incomes “from whatever source derived,” 
by implication it excluded the power to make these exemptions. But this 
is only a form of expressing the erroneous contention as to the meaning 
of the amendment, which we have already disposed of. And so far as 
this alleged illegality is based on other provisions of the constitution, the 
contention is also not open, since it was expressly considered and dis- 
posed of in Flint v. Stone Tracy Co. (220 U. S., 108, 173). 

Without expressly stating all other contentions, we summarize them 
to a degree adequate to enable us to typify and dispose of all of them. 

1. The statute levies one tax called a normal tax on all incomes of 
individuals up to $20,000 and from that amount up by gradations, a pro- 
gressively increasing tax called an additional tax, is imposed. No tax, 
however, is levied upon incomes of unmarried individuals amounting to 
$3,000 or less, nor upon incomes of married persons amounting to $4,000 
or less. The progressive tax and the exempted amounts, it is said, are 
based on wealth alone, and the tax is therefore repugnant to the due 
process clause of the fifth amendment. 

2. The act provides for collecting the tax at the source; that is, makes 
it the duty of corporations, etc., to retain and pay the sum of the tax on 
interest due on bonds and mortgages, unless the owner to whom the 
interest is payable gives a notice that he claims an exemption. This dut 
cast upon corporations, because of the cost to which they are subhortel 
is asserted to be repugnant to due process of law as a taking of their 
property without compensation, and we recapitulate various contentions as 
to discrimination against corporations and against individuals predicated 
on provisions of the act dealing with the subject: 

(a) Corporations indebted upon coupon and registered bonds are dis- 
criminated against, since corporations not so indebted are relieved of any 
labor or expense involved in deducting and paying the taxes of individuals 
on the income derived from bonds. 

(b) Of the class of corporations indebted as above stated, the law 
further discriminates against those which have assumed the payment of 
taxes on their bonds, since although some or all of their bondholders may he 
exempt from taxation, the corporations have no means of ascertaining 
such fact, and it would therefore result that taxes would often be paid by 
such corporations when no taxes were owing by the individuals to the 
government. 

(c) The law discriminates against owners of corporate bonds in favor 
of individuals none of whose income is derived from such property, since 
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bondholders are, during the interval between the deducting and the paying 
of the tax on their bonds, deprived of the use of the money so withheld. 

(d) Again corporate bondholders are discriminated against because the 
law does not release them from payment of taxes on their bonds even after 
the taxes have been deducted by the corporation, and therefore if after 
deduction the corporation should fail, the bondholders would be compelled 
to pay the tax a second time. 

(e) Owners of bonds the taxes on which have been assumed by the 
corporation are discriminated against because the payment of the taxes by 
the corporation does not relieve the bondholders of their duty to include 
the income from such bonds in making a return of all income, the result 
being a double payment of the taxes, labor and expense in applying for a 
refund, and a deprivation of the use of the sum of the taxes during the 
interval which elapses before they are refunded. 

3. The provision limiting the amount of interest paid which may be 
deducted from gross income of corporations for the purpose of fixing the 
taxable income to interest on indebtedness not exceeding one-half the sum 
of bonded indebtedness and paid-up capital stock, is also charged to be 
wanting in due process because discriminating between different classes of 
corporations and individuals. 

4. It is urged that want of due process results from the provision 
allowing individuals to deduct from their gross income dividends paid 
them by corporations whose incomes are taxed and not giving such right 
of deduction to corporations. 

Want of due process is also asserted to result from the fact that the 
act allows a deduction of $3,000 or $4,000 to those who pay the normal tax, 
that is, whose incomes are $20,000 or less, and does not allow the deduc- 
tion to those whose incomes are greater than $20,000; that is, such persons 
are not allowed for the purpose of the additional or progressive tax a 
second right to deduct the $3,000 or $4,000 which they have already en- 
joyed. And a further violation of due process is based on the fact that for 
the purpose of the additional tax no second right to deduct dividends 
received from corporations is permitted. 

6. In various forms of statement, want of due process, it is moreover 
insisted, arises from the provisions of the act allowing a deduction for the 
purpose of ascertaining the taxable income of stated amounts on the 
ground that the provisions discriminate between married and single people 
and discriminate between husbands and wives who are living together and 
those who are not. 

7. Discrimination and want of due process results, it is said, from the 
fact that the owners of houses in which they live are not compelled to 
estimate the rental value in making up their incomes, while those who are 
living in rented houses and pay rent are not allowed, in making up their 
taxable income, to deduct rent which they have paid, and that want of due 
process also results from the fact that although family expenses are not 
as a rule permitted to be deducted from gross, to arrive at taxable 
income, farmers are permitted to omit from their income return certain 
products of the farm which are susceptible of use by them for sustaining 
their families during the year. 

So far as these numerous and minute, not to say in many respects 
hypercritical, contentions are based upon an assumed violation of the 
uniformity clause, their want of legal merit is at once apparent, since it is 
settled that that clause exacts only a geographical uniformity and there is 
not a semblance of ground in any of the propositions for assuming that a 
violation of such uniformity is complained of. Knowlton v. Moore (178 
U. S., 41) ; Patton v. Brady (184 U. S., 608, 622) ; Flint v. Stone Tracy Co. 
(220 U. S., 107, 158) ; Billings v. United States (232 U. S., 608, 622). 

So far as the due process clause of the fifth amendment is relied upon, 
it suffices to say that there is no basis for such reliance since it is equally well 
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settled that such clause is not a limitation upon the taxing power conferred 
upon congress by the constitution; in other words, that the constitution 
does not conflict with itself by conferring upon the one hand a taxin 
power and taking the same power away on the other by the limitations o 
the due process clause. Treat v. White (181 U. S., 264); Patton v. Brady 
(184 U. S., 608); McCray v. United States (195 U. S., 27, 61); Flint v. 
Stone Tracy Co., supra; Billings v. United States (232 U. S., 261, 282). 
And no change in the situation here would arise even if it be conceded, as 
we think it must be, that this doctrine would have no application in a case 
where although there was a seeming exercise of the taxing power, the act 
complained of was so arbitrary as to constrain to the conclusion that it 
was not the exertion of taxation but a confiscation of Fc gy that is, a 
taking of the same in violation of the fifth amendment, or, what is 
equivalent thereto, was so wanting in basis for classification as to produce 
such a gross and patent inequality as to inevitably lead to the same con- 
clusion. We say this because none of the propositions relied upon in the 
remotest degree present such questions. It is true that it is elaborately 
insisted that although there be no express constitutional provision pro- 
hibiting it, the progressive feature of the tax causes it to transcend the 
conception of all taxation and to be a mere arbitrary abuse of power which 
must be treated as wanting in due process. But the proposition disrega 
the fact that in the very early history of the government a progressive tax 
was imposed by congress and that such authority was exerted in some if 
not all of the various income taxes enacted prior to 1894 to which we have 
previously adverted. And over and above all this the contention but disre- 
gards the further fact that its absolute want of foundation in reason was 
plainly pointed out in Knowlton v. Moore, supra, and the right to urge it 
was necessarily foreclosed by the ruling in that case made. In this situa- 
tion it is of course superfluous to say that arguments as to the expediency of 
levying such taxes or of the economic mistake or wrong involved in their 
imposition are beyond judicial cognizance. Besides this demonstration of the 
want of merit in the contention based upon the progressive feature of the 
tax, the error in the others is yy well established either by prior 
decisions or by the adequate bases for classification which are apparent on 
the face of the assailed provisions; that is, the distinction between indi- 
viduals and corporations, the difference between various kinds of corpora- 
tions, etc. Knowlton v. Moore, supra; Flint v. Stone Tracy Co., supra; 
Billings v. United States, supra; National Bank v. Commonwealth (9 Wall., 
353) ; National Safe Deposit Co. v. Illinois (232 U. S., 58, 70). In fact, 
comprehensively surveying all the contentions relied upon, aside from the 
erroneous construction of the amendment which we have previously dis- 
posed of, we can not escape the conclusion that they all rest upon the mis- 
taken theory that although there be differences between the subjects taxed, 
to differently tax them transcends the limit of taxation and amounts to a 
want of due process, and that where a tax levied is believed by one who resists 
its enforcement to be wanting in wisdom and to operate injustice, from that 
fact in the nature of things there arises a want of due process of law and 
a resulting authority in the judiciary to exceed its powers and correct what 
is assumed to be mistaken or unwise exertions by the legislative authority 
of its lawful powers, even although there be no semblance of warrant 
in the constitution for so doing. 

We have not referred to a contention that because certain administra- 
tive powers to enforce the act were conferred by the statute upon the 
secretary of the treasury, therefore it was void as unwarrantedly delegating 
legislative authority, because we think to state the proposition is to answer 
it. Field v. Clark (143 U. S., 649); Buttfield v. Stranahan (192 U. S., 470, 
496) ; Oceanic Steam Navigation Co. v. Stranahan (214 U. S., 320). 


A firmed. 
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Mr. Justice McReynolds took no part in the consideration and decision 
of this case. 





(T. D. 2291, January 29, 1916.) 


Amendment of T. D. 2005 of July 8, 1914, changing prorating from the 
yearly to a monthly basis. 


The provision in T. D. 2005, viz., “In prorating, fractional parts of years 
will not be considered,” is hereby amended to read as follows: 

“In prorating, the actual time property has been held will be ascertained 
in months, a fractional part of a month in the actual time being counted as 
a whole month when the fraction is 15 days or more and discarded when 
the fraction is less than 15 days.” 

For the purpose of ascertaining the amount of gain or loss to be shown 
in returns of income, arising in connection with property which was 
acquired prior to March 1, 1913, in the case of individuals or prior to 
January 1, 1909, in the case of corporations, the total gain or loss will be 
ascertained as provided by the rule set forth in T. D. 2005. This total 
gain or loss will be divided by the actual time (ascertained as herein set 
forth) the property was held, and this quotient will be multiplied by the 
time in months subsequent to March 1, 1913, in the case of individuals, and 
subsequent to January 1, 1909, in the case of corporations. The fractional 
part of a month within the tax period will be treated as a whole month 
when the fraction is 15 days or more and discarded when the fraction is 
less than 15 days. 





(T. D. 2289, January 28, 1916.) 


Amendment of T. D. 2231 of July 26, 1915, requiring return and payment 
of tax by fiduciaries under trust estates. 


T. D. 2231 is hereby amended to provide that fiduciaries having control 
of any portion of income accruing during the year to known beneficiaries 
other than trust estates, as provided in T. D. 2231, but not distributed or 
paid to the beneficiaries during the year, shall, in rendering their annual 
return (Form 1041), give the name and address of each of said bene- 
ficiaries having a distributive interest in said income, and shall furnish 
all the information called for in such returns. In all such cases the 
fiduciary shall withhold and pay to the collector, as provided by law, the 
normal tax of 1 per cent. upon the distributive interest of each of said 
beneficiaries when such interest is in excess of $3,000, the same as if said 
income were actually distributed and paid to the beneficiary. Exemption 
under paragraph C, however, may be claimed by the beneficiary or his 
legal representative by filing his claim for exemption with the fiduciary 
agent. 

. When the normal tax on undivided annual net income has been so with- 
held, such tax shall not be again withheld when such portion of the income 
is actually distributed and paid to said beneficiary, but the beneficiary will 
account for such income in his return of income for the year in which the 
same is actually received by him, entering in column “A” the amount of 
income on which the normal tax has heretofore been paid. 
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EpiTep spy SEyMouR WALTON, C. P. A. 
“Joss” 


In the February Journat or Accountancy, C. E. Freeman, C. P.A., 
calls attention to the habit many accountants have fallen into of speaking 
of the “jobs” in which they are engaged, and he very justly criticises this 
use of the word. He does not suggest any term that would be preferable, 
but refers the matter to the committee on terminology 

It is not an easy thing to find a term that will exactly fit the conditions. 
“Contracts” might be used in many cases, but would not adequately 
describe all the work that is done by a practising accountant. In many 
instances there is not even an oral contract to do specific work. The 
word certainly would not cover instances where the services of the 
accountant are limited to giving professional advice. “Engagements” 
would apparently cover all that an accountant is in the habit of doing, but 
it is rather too indefinite and appears forced. 

There seems to be no reason why accountants cannot follow the 
example of lawyers and use the word “cases.” The legal definition would 
apparently make it equally fitting for the use of both professions. “A 
state of facts judicially considered—a statement of the facts of any matter 
drawn up for the consideration of a higher court.” The only difference 
would be that the accountant makes his statements for the information 
of his clients and not always for submission to a legal tribunal. 

In the meantime it is to be hoped that if any accountant has a better 
word to suggest he will bring it forward for the benefit of the profession. 
It will certainly be an improvement if an accountant can find a more 
satisfactory excuse for putting off a client for a few days than saying 
that he is obliged to finish a “job” on which he is already engaged. 


Lost CHEQUES 


Editor, Students’ Department: 
Sir: I would be pleased to have you advise me as to the following: 


All cash ‘receipts are deposited in the bank and the treasurer checks the 
cash receipts with bank deposits. In September a cheque is drawn and 
posted to proper account. In October it is discovered that cheque has been 
lost. The bank is notified to stop payment and a new cheque is drawn 
for the amount and the account is given credit through the cash with first 
cheque. This will swell the cash receipts by the amount of the cheque 
and of course will not appear in bank deposits. Is this correct? It is 
impossible to make the new cheque a duplicate of the old one. Would 
not consider this a good policy as the bank might pay both cheques. 

Very truly yours, 
H. B. L. 


There are several ways to take care of registering cheques given to 
replace those that are lost when the new cheques have new numbers. The 
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old cheque may be charged back to the bank by an entry in the general 
column and the new one credited to the bank by a similar entry, both 
entries being marked “contra” and not posted. This will make the cash- 
book footing exceed that of the bank statement. To avoid this, another 
way would be to make those entries with a red ring around them so 
that they would not be included in the footings. Another would be to 
make both entries “short,” that is not to extend them into any amount 
column. Of course, proper explanation should be made in any case. 

In either of these ways the principle would be conserved that every 
cheque should appear on the cashbook. 


SETTLEMENT WITH CREDITORS 


Editor, Students’ Department: 

Sir: I would thank you to advise me on the following: 

A concern makes a 50% settlement with its creditors and continues in 
business. Would you credit this 50% allowance to profit and loss or to 
surplus? 

Yours very truly, 
G. C. Hm. 

If a “concern” makes an honest 50% settlement with its creditors it 
must be that it has made losses equal to 50% of its liabilities and in 
addition that it has lost all, or nearly all, of its capital. The entries then 
would be to credit the assets on which the loss occurred, or deficit, if the 
losses have already been charged off, and to charge surplus, if it is a 
corporation. Then to charge creditors with 50% of their balances and 
credit surplus. This is on the supposition that the composition results in 
a final credit balance in surplus. If not the charges and credits should be 
to deficit. If the concern is a partnership the entries would be to the debit 
and credit of an adjustment account, the final balance of which would be 
transferred to the partners’ capital accounts on their profit and loss sharing 
ratio. Then the whole business should be closed out by transfer to a new 
set of accounts, which can be kept on the same books, if a distinction is 
made thereon between the old and the new accounts. 

In other words, the transaction should be treated as the liquidation of 
the old concern and the starting of an entirely new one, the new concern 
beginning business on the basis of the statement of condition made up 
after the settlement with creditors has been effected. 


SAFETY RAZOR PROBLEM 


Editor, Students’ Department: 


Str: Re page 477, JourNAL or AccouNTANCY, June, 1915, issue, and 
page 184, C. P. A. Problems and Solutions 1914, Vol. 1. 

As I understand the solution, the shareholders of the L. W. Co. to 
the extent of $400,000 and the shareholders of the S. B. Co. to the extent 
of $400,000 exchanged these shares for shares in the S. R. Co. represented 
by S. R. capital stock $2,500,000. 

(1) Are the remaining 2,000 share certificates of the S. B. Co. held by 
the original members of the L. W. Co. worth $500,000 or the balance of 
the stock of the S. R. Co.? 
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On the above-mentioned page 477 you say the S. R. Co. 


“Paid for 4,000 shares L. W. Co. and 4,000 shares S. B. Co... .$2,500,000 
Paid for 2,000 shares S. B. Co. held by L. W. Co............ 300,000 


(2) The above-mentioned 2,000 shares of S. B. Co. not yet having been 
exchanged for S. R. Co. stock (according to my lights) how comes it that 
you say they are acquired by S. R. Co.? 

(3) And also how comes it that S. R. Co. shows its capital stock 
$3,000,000 as issued and fully paid, while there are the 2,000 shares of the 
S. B. Co. held by the old shareholders of the L. W. Co. "still unexchanged 
for S. R. Co. stock? 


Again: I can follow you as to the goodwill of the consolidated balance 
sheet showing as $1,530,000. 


Therefore us. W. Co.’s goodwill is $250,000 


and S. B. Co.’s goodwill is 50,000 
Then S. R. Co.’s goodwill is 1,230,000 
Making total goodwill as shown.... $1,530,000 


(4) Should not this $1,230,000, to be logical, be shown as a separate 
amount on S. R. Co. balance sheet? Then the extension of the three 
goodwill amounts would show in the consolidated balance sheet as 
$1,530,000 or the exact total thereof; and $1,700,000 less $1,230,000, or 
$470,000, show as the actual premium on the 8,000 shares acquired? 

(5) Also what in your opinion would be an equitable basis for the 
exchange of stock between the companies? 

Thanking you in anticipation, 

Yours respectfully, 
“PERPLEXED.” 


One trouble with those who answer C. P. A. problems is that they read 
into a problem conditions that do not belong in it. There is not a word in 
the problem as to any exchange of stock. It says merely that certain 
shares of stock cost the Safety Razor Co. $2,500,000. There is no intima- 
tion as to how the stock was acquired, nor is it necessary that there 
should be. 

When the Safety Razor Company bought the L. W. Co. it bought all 
the assets belonging to that company. As one of the assets was the stock 
in the Steel Blade Co. the Safety Razor Co. bought it with the other 
assets. The price of the Steel Blade stock was included in what was paid 
for the 4,000 shares of the L. W. Co. It was not necessary to give any- 
thing for it other than this payment for the L. W. shares. 

In asking about the fully paid stock of the Safety Razor Co. you again 
speak of the exchange of stock, for which you have no possible warrant. 

The consolidated goodwill is the total amount paid by the Safety Razor 
Co. in excess of the net tangible assets of the other two companies. 
Having shown how it was made up, there is no necessity for giving more 
than its total in the balance sheet. 
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I have not the faintest idea as to what would be an equitable basis of 
exchange of the stocks, because I do not know all of the conditions. The 
problem does not ask for an opinion, and I do not care to assume a lot 
of things about which I know nothing. 


SINKING Funps 
Editor, Students’ Department: 


Sir: This company on January 1, 1915, issued first mortgage bonds 
bearing 6% interest to the amount of $75,000.00, and again in July 
issued bonds for $1,500.00 covering permanent improvements, which is 
in accordance with the deed of trust. The interest is payable semi-annually 
and on July 1 we paid for the first half of the year $2,250.00, and on 
January 1, 1916, we shall pay the amount accrued to that date. This 
interest I charge to one of my expense accounts and credit interest 
accrued. This is all simple enough, but the deed of trust requires that 
we provide a sinking fund of 1% of the par value of the outstanding 
bonds each year and none of the bonds is redeemable until January 1, 
1917; therefore, we shall receive no benefits from the first sinking fund 
instalment as the deed of trust does not provide therefor. Now will you 
kindly explain just how to carry this sinking fund account? Give me the 
proper entries and also advise me how to carry the interest on the bonds 
in the sinking fund, as that, too, goes into the sinking fund and thereby 
increases it. 


Little Rock, Arkansas. J. L. W. 


Interest on bonds when due should be charged to bond interest specific- 
ally, and not to expense account. It is a fixed charge and not on operating 
expense. If the coupons are payable at a bank or trust company a cheque 
for the entire amount due should be sent to it. If you pay them your- 
selves, make a journal entry the day before the coupons are due, dr. bond 
interest, cr. coupons payable. As the coupons are paid, charge them to 
coupons payable. The charge to bond interest for coupons due January 1, 
1916, must be made on December 31, 1915, to get it into the proper year. 

As we have said several times, if the bonds are redeemable in series 
beginning January 1, 1917, they are canceled when taken up and there is 
no sinking fund possible. If the provision in the deed of trust is not a 
positive obligation to redeem a certain number of bonds annually, but only 
one authorizing the purchase at par of whatever bonds are needed by the 
sinking fund, the bonds so purchased would not be redeemed but would 
be kept alive and the coupons on them collected and added to the fund. 
In order to cover the instalment due to the sinking fund for the first year, 
it will be necessary to buy any bond that can be obtained from one of 
the holders. If no one will sell any bonds, the money would have to be 
deposited at the best interest obtainable. A sinking fund always includes 
money of this kind waiting until it accumulates to enough to buy another 
bond. 

AVERAGING Cost OF MATERIAL 
Editor, Students’ Department: 


Sir: The price of raw material has been mounting very steadily during 
the past two months and in consequence of this certain kinds of our raw 
material have been purchased at quite different prices. In charging these 
against orders how should the price be fixed? If average, how long a 
line should be used? 
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I have searched hurriedly through several “cost” books but have not 
found the subject mentioned at all. 
Your attention will be appreciated. 
WiuiaM R. Re. 


There are two methods of fixing the cost of raw material to be charged 
against the finished product. 

On the theory that the oldest material would be used first, the issue 
of raw material should be at the price of the particular material issued, 
that is at the cost of the oldest material shown on the inventory card. 
When that lot is exhausted the next issue would be at the cost of the 
next subsequent purchase—and so on. In the case of material that fluc- 
tuates between wide limits comparative costs of output might also be 
subject to great variation. The advocates of this method claim that this 
is exactly what should be shown, since it is the truth. 

The variation is only modified—not entirely done away with—if the 
average method is used, because the average changes every time a new 
lot is bought at a different price from the average price of the material 
on hand. The average price when first used is found by dividing the 
total cost of the material by the quantity on hand. As material is used 
it is credited to the material account at this average price. When new 
material is bought at a different price the cost is added to the cost of 
the material on hand at the average price and divided by the total quan- 
tity. This fixes a new average, which continues until changed by a new 
purchase. 

Authorities differ to such an extent that there is no more weight in 
favor of one of these methods than there is on the side of the other. 
It is largely a matter of individual preference. 


Stock SoL_p aT A DISCOUNT 
OVERDRAFTS OF OFFICERS 


Editor, Students’ Department: 


Str: I would appreciate it very much if I could secure your answers 
to the following two business problems: 


No. 1. A business is organized with an authorized capital of $50,000. 
A subscribes to $25,000 of the stock and is president. B subscribes to 
$10,000 of the stock and is secretary and treasurer. C subscribes to 
$5,000 of the stock. He later sells this to B, which then makes A and 
B the sole owners. Ten thousand dollars of the stock is left unsub- 
scribed. During times of business depression the $40,000 of issued stock 
goes down until it has a book value of only $50 a share, causing a deficit 
of $20,000. A and B wish to continue the business but need more ready 
money and decide to sell the $10,000 unsubscribed stock. They find a 
buyer who will pay the book value or $5,000 for the stock. As I under- 
stand the law, stock issued by the company and sold the first time must 
be sold at par. In this case if the company sold the stock to the new 
buyer for $#000 would he be responsible to the creditors for the remaining 
$5,000 necessary to make his stock sell at par, in case the company went 
insolvent? Is there any other way the stock could be sold to him for 
$5,000 so that he would not be liable? To what account would the 
$5,000 loss to the company be charged? — 

No. 2. A and B are owners and directors of a corporation. Each 
has an overdraft on his drawing account of $2,000. They wish these 
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overdrafts to be paid out of profits, but instead the business has made 
large losses. To help the business out with ready money, A puts in 
$2, from his other resources, but does not credit it to the account 
showing his overdraft. Instead he has it credited to a loan account. In 
making out a statement to a bank in order to borrow money he advises 
the bookkeeper that his loan account is to cover his overdraft, but does 
not allow the bookkeeper to make this entry on the books. On the state- 
ment made to the bank no loan account is shown, also no overdraft. 
These two accounts are left to balance each other. Is this obtaining 
money under false pretenses and is the bookkeeper also liable and guilty 
in making this statement if the proprietor signs it? In case the business 
is insolvent, could the bank cause the referee to transfer the loan account 
to A’s overdraft account, or would the referee collect A’s overdraft from 
his other outside resources and have the loan account take its place 
among the other creditors? Could A and B hold a stockholders’ meeting 
and rule their overdraft accounts off to deficit? In case they did, could 
creditors cause the entries to be voided and collect the overdrafts from 
A and B? Yours truly, 


Portland, Oregon. 7. Ge 


1. In some states it has been decided that stock sold at a discount, 
after the company has been operated long enough to lose so much money 
that the stock represents only the discounted value, is really sold at par value. 
In other words, as $10,000 is one-fifth of $50,000, and the company was 
worth only $20,000, and not $40,000 as at first, one-fifth of the $25,000 
after the buyer paid in $5,000 was only $5,000 and therefore he paid full 
value. 

A better way would be for A and B to donate half of their stock 
to be held as treasury stock, and then to sell $5,000 to the new man at 
par. As far as their holdings go the proportionate stock ownership 
would be the same, and there would be no question of liability for dis- 
count, which would exist if the buyer paid $5,000 for a nominal $10,000 
of stock. 

2. If A claims that the two accounts are kept for convenience only, 
but that they are virtually offsetting accounts, there would be no harm 
done. In case of insolvency the court would have to decide whether the 
offset would be allowed or not. In any event, A is taking all the chances, 
for if the offset is denied he would have to pay all his overdraft and 
then take whatever dividend on his loans the receiver was able to pay 
to him as an ordinary creditor, which is what he is. 

An officer of a corporation does not have a drawing account. He is 
paid a salary. Charging officers’ overdrafts to a deficit would be crim- 
inal. In fact, an officer who overdraws his account is virtually guilty 
of diverting the funds of the corporation to his personal use, which he 
has no right to do. 

REDEEMING STOCK 


Editor, Students’ Department: 
Str: Please inform me regarding the following transactions, viz.: 


The Blank Gas Co., a corporation, has issued both common and pre- 
ferred stock. It has set aside from profits a book reserve of $20,000.00 
for the redemption of preferred stock. Having complied with the statute 
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provisions segetion the purchase of ie. etc., the company was able 
to secure shares, par value $50.00 per share, for $19,992.75. Are 
the following entries correct? 


Cashbook Reserve for redemption of preferred 


RE kon. kdndiiteestdch hnteaeeneee $19,992.75 
y Red A Pa $19,992.75 
(437 shares preferred stock pur- 
chased at —— per share for the pur- 


pose of cancellation as provided in 
minutes of directors’ meeting held, 


etc.) 
Journal Capital stock preferred.............. 21,850.00 
To surplus (reserve or reserve sur- 
plus, which? ————) ......... 21,850.00 


Created by redemption of pre- 
ferred stock. 

437 shares preferred stock re- 
deemed and canceled. 


Would the profit (20,850.00—19,992.75) of $1,857.25 be available for divi- 
dends? If statute did not permit cancellation of stock, are the follow- 
ing entries correct? 


Charge reserve 19,992.75 
Credit cash 19,992.75 
Charge capital stock preferred redeemed 21,850.00 
Credit reserve created by redemp- 
tion of capital stock 21,850.00 


on balance sheet show 


Capital stock preferred 50,000 .00 
Redeemed stock 21,850.00 


Outstanding 28,150.00 
Reserve created by redemption of 
preferred stock 21,850.00 
Reserve for redemption of 
preferred stock 7.25 
$20,000.00 — $19,992.75, amount paid 
for 437 shares, leaving $7.25 avail- 
able for purchase of additional 


stock. 
Yours i, 


One of the most common errors, into which fall even those whose 
knowledge of accounting principles is fairly extensive, is the fallacy that 
paying liabilities involves a charge against profits. For instance, many 
replies to a problem which says that a plant is bought for $200,000.00, 
payable in ten annual instalments of $20,000.00 each, state that there will 
be only $2,500.00 left out of operating profits of $22,500.00, as a reserve 
of $20,000.00 must be set up out of surplus to provide for the instalment 
coming due. It is very possible that the necessity for making this pay- 
ment will so deplete the cash on hand that there will not be sufficient 
money with which to pay a dividend of $20,000.00 or more. 
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The error arises from an inability to distinguish between those items 
which are chargeable against profits and those which are payable out of 
profits—that is out of the money provided by profits. If a company has 
barely sufficient active or working capital for its needs it should not 
encroach upon it if it can possibly avoid doing so. If it makes a certain 
net profit that profit must be represented primarily by active assets; in 
other words it will increase the working capital. As this increase is not 
absolutely needed in the business it may be used for the payment of a 
cash dividend, which is chargeable against profits. But if the cash 
resulting from the increase in working capital must be used in paying 
for fixed assets it is manifest that there will be no money left for a 
dividend. 

The matter resolves itself into the question of what we mean when 
we say “available for dividends.” There are really two meanings to that 
phrase, one referring to profits and the other to cash. If the money 
represented by the profits is not absorbed in the purchase of fixed assets 
the profits made are available for dividends in both senses, as part of 
the surplus and as providing cash with which to pay the dividend. If 
the money had been tied up in fixed assets the profits are still available 
for dividends in an accounting sense, but they are not available in a 
financial sense, merely because there is not money enough. The distinction 
between an accounting principle and a financial requirement should never 
be forgotten. 

Applying these principles to the case inquired about, the first thing to 
be done is to reverse the entry by which surplus was charged and reserve 
for redemption of preferred stock was credited. That entry was abso- 
lutely wrong. There can be nothing charged to surplus unless it involves 
a loss. Redeeming preferred stock at par does not involve any loss; it 
merely reduces both the assets and liabilities to the same extent, leaving 
the net worth of the company or its book value exactly what it was, pro- 
vided the company is solvent. 

If the company has valid assets to cover all its liabilities including 
the stock, the entry to be made would be: 


Preferred stock............ 21,850.00 
De. Secaik bd xaim ae 19,992.75 
ee 1,857.25 


in which case the credit to surplus would be available for dividends. 

If the company is short of assets the above credit to surplus should 
be offset at once by a charge of the same amount with a credit to some 
asset that is overvalued. This will prevent its being used for dividends. 

If the statute does not allow the cancellation of stock the charge would 
be to treasury stock. If treasury stock is not authorized by the law the 
stock could not be bought at all unless permission was obtained from the 
secretary of state to reduce the capital. That would be the case in IIlinois. 

There is no such thing as redeemed stock on hand. If stock is 
redeemed it is canceled. If it is not canceled it is treasury stock. 
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Book Reviews 


DEPARTMENT STORE STATISTICS WITH THE AID OF THE 
SLIDE RULE, by Rosert B. Scurerrier, published by the author, 215 

South Market Street, Chicago, Illinois, 1915. 

This book, recently published by the author, is an able treatise on the 
phase of department store operations with which it deals. The first four 
chapters explain the mathematical principles upon which the construction 
of the slide rule is based and the method of using the slide rule. Suc- 
ceeding chapters take up the application of the slide rule to the prepara- 

’ tion of weekly and monthly reports conducive to efficient management, 
among which may be mentioned the preparation of pay-roll statistics, the 
calculation of percentages and amounts of mark-up, and the preparation 
of inventories and statistical information relative thereto, such as the 
percentage of old and new stock. The working out of periodical statistical 
statements in comparative form is discussed at length and forms of various 
reports are suggested. The last three chapters deal with the method of 
using the slide rule in connection with the distribution of expenses, the 
record of purchase orders, and the application of freight as an element 
in the direct cost of purchases. This book will be helpful to department 
store accountants as well as to public accountants. The slide rule can be 
advantageously used in any line of business in which there is a great deal 

of statistical work to be done. H. F. S. 


MICHIGAN C. P. A. MANUAL. Compiled by Duranp W. Sprincer, 
Ann Arbor. Michigan State Board of Accountancy, 1915. $1.00. 


The manual which has been prepared by the secretary of the Michigan 
state board of accountancy is the most complete publication of its kind 
which has appeared. It serves not only as a useful handbook for account- 
ants who wish to have full information on accounting conditions in 
Michigan, but also as an invaluable guide to the student of accountancy 
who contemplates sitting for the C. P. A. examinations. The arrange- 
ment of contents is admirable. There are registers of all certificates 
issued in Michigan, an historical statement, text of the first law and the 
present law, forms of application blanks, text of all examination papers 
from the first series to that of June, 1915, inclusive, a synopsis of the 
thirty-nine state laws which are now in existence, and, finally, constitu- 
tion and by-laws of the Michigan Association of Certified Public Account- 
ants and a complete list of members at December 1, 1915. This book 
is not only a credit to its compiler but should be of value as an example 
for other state boards to keep in mind. 








Society of Certified Public Accountants of the State of New Jersey 


At the regular annual meeting of the Society of Certified Public 
Accountants of the State of New Jersey held on February 8th, the retiring 
officers and trustees were re-elected. 


239 











Obituary 
EER 


Daniel C. Tate, C. P.A. 


We announce with deep regret the death of Daniel C. Tate, C. P.A., 
which occurred on January 8, 1916. Mr. Tate was for many years a 
prominent member of the accounting profession in New York and a 
staunch supporter of the highest ideals. The New York State Society of 
Certified Public Accountants appointed a committee to prepare a formal 
expression of its regret. The following resolution was adopted by the 
committee : 

It is with a feeling of profound sorrow and a deep sense of loss that 
we learn of the death of Daniel C. Tate, who for long years was a highly 
respected member of our society. 

Mr. Tate was one of the first to receive a certificate as a certified 
public accountant under the law enacted in 1896 and one of the oldest 
members of our society. He was greatly interested in the society’s earlier 
development and contributed in a large measure to its successful upbuild- 
ing and to the general advancement of our profession of accountancy 
along broad lines. 

He was a man of recognized ability, of genial presence, rare dignity 
of character, splendid judgment, a safe adviser, a loyal and devoted 
friend, and possessed the warm esteem and thorough confidence of all 
those with whom he associated. 

Through the death of Mr. Tate the profession of accountancy loses 
one of its ablest representatives and our society one of its most loyal 
members. Be it, therefore, 

REsotvep: That this estimate of the character and recognition of the 
ability of our deceased member and friend be incorporated in the records 
of our society, and a copy of this expression of the deep sympathy of this 
society be sent to Mr. Tate’s bereaved family. 

J. R. Loomis, 


E. W. SELLs, 
J. E. Srerretr, 
Committee. 
New York State Society of Certified Public Accountants. 
New York, January 14, 1916. 





Frederick C. Manvel, C. P. A. 


We regret to announce the death of Frederick C. Manvel, C. P. A., of 
Greenwich, Connecticut. Mr. Manvel was a certified public accountant of 
Connecticut and New York and a member of the society of certified public 
accountants in each of those states. He was chairman of the first state 
board of accountants in Connecticut and was instrumental in obtaining 
the passage of the C. P. A. law in that state. At a subsequent time he 
became secretary of the board and retained that position until January 
of this year. He was well known to many of the members of the American 
Association of Public Accountants and had served on the board of trustees 
as president of the Connecticut Society of Certified Public Accountants. 
For some years he took an active interest in association matters and 
served for several terms on the committee on membership. For eighteen 
years Mr. Manvel was clerk of the Plymouth Church, Brooklyn. 
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